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Your  memorandum  of  May  1975  directed  a full  scale  study  effort  which 
was  to  have  as  its  goal  faprovements  in  our  profit  policy  designed  to 
strengthen  our  corapetitye  industrial  base.  The  study,  known  as  Profit  '76, 
is  complete,  and  a new  /rofit  policy  became  effective  on  October  1,  1976. 

Transmitted  herewith  iC  a Summary  Report  of  the  Profit  ' 76  Study  Team. 

As  you  know,  the  end  pto<luct  of  Profit  *76  was  the  work  of  a number  of 
task  groups,  some  of  C;hom  were  part  of  the  Study  Team,  and  some  of  whom 
were  contributors  from  outside  the  Department  of  Defense  (DoD).  This 
report  summarizes  those  efforts  most  pertinent  to  the  new  policy.  You 
will  note  that  your  own  testimony  before  Senator  Proxmire's  Joint  Committee 
on  Defense  Production  is  included  in  the  prefatory  materials  as  an  executive 
sumniary  of  the  entire  effort. 

As  study  Director,  I take  great  pride  in  the  results  we  have  achieved. 

They  would  not  have  been  possible  without  the  fine  cooperation  aird  support 
I have  received  from  the  Services,  the  Defense  Supply  Agency,  the  Logistics 
Managen\ent  Institute,  industry,  industry  associations  and  from  you  and 
many  members  of  your  staff.  It  has  been  a great  pleasure  and  very  rewarding 
professionally  to  serve  on  this  effort.  I am  convinced  that  our  new  policy 
represents  a significant  step  forward  toward  Increased  productivity  and 
lower  costs  for  the  vital  military  hardware  needed  for  national  security. 
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FOREWOUD 


Defense  contractors  which  make  up  our  industrial  base  are  abeiolutely 
vital  to  our  national  security.  Department  of  Defense  (DoD)  Managers 
have  suspected  that  the  years  recently  post  have  seen  an  erosion  of 
the  industrial  base  due  in  part  to  a low  level  of  capital  investment. 
Stepping  up  to  this  problem,  Deputy  Secretary  of  Defense  William  P. 
Cleinents,  in  May  1975,  launched  a study  to  determine  the  level  of 
investment  and  profitability  of  defense  contractors  relative  to  their 
commercial  counterparts*  and  to  develop  naedod  changes  in  DoD  profit 
policy. 

Directed  by  Brigadier  General  Jamas  W.  Stansberry  under  the  supervision 
of  Assistant  Secretary  of  Defense  Frank  A.  Shrontz  and  Deputy  Assistant 
Secretary  of  Defense  Dale  R.  Babione,  the  Study  T*>am  first  set  out  to 
obtain  widespread  support  and  participation  on  the  part  of  both  govern- 
ment and  industry.  The  Mllltnry  Services  became  actively  Involved 
through  tb«j  Joirt  Logistic  Commanders,  while  a high-level  steering 
committee  cons'sclng  of  the  Assistant  Secretaries  of  Defense  for  both 
Comptroller  and  Installations  and  Logistics,  as  well  as  the  Assistant 
Secretaries  of  the  Military  Departments,  exercised  guidance  and  surveil- 
lance throughout  each  phase  of  the  study. 

The  study  team  gathered  cost  and  investment  data  from  companies  holding 
defon.se  contracts  valued  at  some  $16  billion,  and  additional  data  from 
more  than  ?.00  ocher  companies.  Team  members  virtually  blanketed  the 
country,  visiting  major  DoD  contractors,  and  scores  of  government 
contracting  officers. 

The  study  effort  now  completed  respresents  one  of  the  most  comprehensive 
efforts  of  its  kind.  The  work  product  of  the  study  was  in  reality  a 
series  of  separate  but  carefully  integrated  studies.  Those  most  per- 
tinent constitute  the  chapters  cl  this  Summary  Report.  Others  of 
significant  Importance  but  not  in-cluded  In  this  Summary  Report  due  to 
volume  are  listed  in  the  Appendix. 

Tlte  study  team  wishes  to  express  sincere  appreciation  to  the  industry 
associations  and  the  participating  companies  without  whose  cooperation 
the  necessary  data  would  not  have  been  obtained,  and  to  the  many 
individuals  in  and  out  of  government  who  gave  of  their  time,  experience, 
and  wisdom. 
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JOINT  COMMITTEE  ON  DEFENSE  PRODUCTION 


Or 


18  NOVEMBER  1976 


•’DEPARTMENT  OF  DEFENSE  CONTRACT  PROFIT  POLICY” 


S^aator  Proxmire,!  AM  I^LEASED  TO  APPEAR  BEFORE  THIS 

Committee  to  discuss  the  new  Department  of  Defense 
PROFIT  POLICY,  This  policy  came  about  as  a result  of 
A ONE  YEAR  STUDY  OH  THE  GENERAL  SUBJECT  OF  DEFENSE 

Contractor  earnings,  The  study^  known  as  Profit  *76, 

WAS  CHARTERED  BY  ME  AND  WAS  LED  BY  BRIGADIER  GENERAL 

James  W.  Stansberry  who  is  with  me  this  morning. 


We  have  been  mindful  for  some  time  of  the  need  to 

IMPROVE  OUR  PROFIT  POLICY,  hANY  INFORMED  OBSERVERS^ 
INCLUDING  MRMBgRS  OF  THIS  CoMniTTEEj  HAVE  POINTED  OUT 
WHAT  THEY  BELIEVED  TO  BE  SHORTCOMINGS.  TmE  PROBLEMS 
MOST  CONSISTENTLY  IDENTIFIED  WERE  OVEREMPHASIS  IN  OUR 
WEIGHTED  GUIDELINES  ON  ESTIMATED  CONTRACT  COST  AS  A 
PROFIT  FACTOR  AND  THE  ABSENCE  OP  CONTRACTOR  INVESTMENT 
AS  A MEANINGFUL  PROFIT  DETERMINANT.  We  AGREED  THAT 
THESE  PROBLEMS  MIGHT  CONTRIBUTE  TO  HIGH  COST  AND  LESS 
THAN  OPTIMUM  INVESTMENT  LEVELS  BY  DEFENSE  CONTRACTORS, 
ThUS/  TME  OVERALL  GOAL  OF  OUR  PROFIT  STUDY  WAS  TO 
DEVELOP  REVISIONS  IN  POLICY  THAT  WOULD  HELP  ACHIEVE 
PROPER  INVESTMENT  LEVELS  AND  ASSOCIATED  REDUCTIONS  IN 
COST. 
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Ih  order  to  come  to  grips  with  these  issues,  we 

HEEDED  reliable  DATA  CM  ACTUAL  DEFENSE  CONTRACTOR 
IHVaSTHENT  LEVELS  AND  EARNiHGS*  We  ALSO  NEgDcD  TO 
DETERMINE  HOW  THESE  CONSIDERATIONS  WERE  RELATED  TO 
EACH  OTHER  AMD  TO  COMPARABLE  COMMERCIAL  ENDEAVORS. 
BEFENSE  CONTRACTOR  FINANCIAL  AND  INVESTMENT  DATA  WAS 
COLLECTED  AT  THE  PROFIT  CENTER  LEVEL  OVER  A RECENT 
FIVE  YEAR  PERIOD  AND  COMPARED  TO  FEnERAL  TRADE 

Commission  data  on  commercial  durable  goods  manufac- 
turers, Wh  also  sought  informed  judgment  on  profit 

ISSUES  ACROSS  A WIDE  SPECTRUM  OF  GOVERNMENT  AND 
INDUSTRY,  We  met  WITH  REPRESENTATIVES  OF  THE 
ACCOUNTING  PRCFESSION>  THE  ACADEMIC  COMMUNITY/  THE 

General  Accounting  Office^  the  Cost  Accounting  Standards 
BOARD;  THE  Office  of  Federal  Procurement  Policy  and 

MANY  OTHERS.  THROUGHOUT  THE  COURSE  OF  THE  STUDY  WE 
TOOK  GREAT  CARE  TO  MAINTAIN  A COMPLETELY  VISIBLE  AND 
OPEN  APPROACH/  CULMINATING  IN  A SPECIAL  ADVISORY  GROUP 
REVIEW  OF  OUR  FINDINGS. 

I WOULD  NOW  LIKE  TO  BRIEFLY  HIGHLIGHT  WHAT  WE 
HAVE  LEARNED.  DgFENSE  CONTRACTOR  PROFITS.  WHEN 
MEASURED  ON  THE  BASIS  OF  SALES/  ARE  ON  THE  AVERAGE 
LOWER  THAN  THOSE  GENERATED  IN  COMMERCIAL  ENDEAVORS; 
HOWEVER/  WHEN  MEASURED  ON  AN  INVESTMENT  BASIS  THEY 
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ARE  SOMEWHAT  HIGHER.  ThIS  REUTIONSHIP  IS  TRACeAftLE 
TO  A MARKEDLY  LOW  LEVEL  OF  IHVSSTHENT  BY  DEFENSE  CON» 
TRACTORS.  In  terms  of  production  facilities^  for 
EXAMPLEv  COMMERCIAL  FIRMS^  ON  THE  AVERAGE j INVEST 
MORE  THAN  TWICE  THE  AMOUNT  THAT  DEFENSE  CONTRACTORS 
DO  ON  THE  BASIS  OF  SALES  DOLLARS.  WHILE  THERE  ARE 
MANY  REASONS  FOR  THIS  UCK  OF  INVESTMENT/  SOME  ARE 
TRACEABLE  TO  OUR  PROCUREMENT  APPROACH.  In  THE  PAST  WE 
HAVE  NOT  RELATED  PROFIT  TO  INVESTMENT  IN  A SATISFACTORY 
WAYj  NOR  HAVE  WE  ALLOWED  THE  COST  OF  THE  CAPITAL 

i required  for  investment  to  be  reimbursed  as  a cost  on 

DEFENSE  contracts. 

* We  have  now  set  forth  two  important  changes 

I ADDRESSING  THIS  MATTER.  ThE  FIRST  PROVIDES  THAT  THE 

j ' AMOUNT  OF  ‘-ACILITIGS  INVESTMENT  WILL  BE  RECOGNIZED  IN 

THE  CONTRACTING  OFFICERS  PRENEGOTIATION  PROFIT  OBJEC- 
TIVE. The  relative  weight  of  this  factor  in  the 

PROFIT  OBJECTIVE  CALCULATION  IS  MODEST,  In  THE  FUTURE 

I 

I IT  WILL  LIKELY  BE  INCREASED  AFTER  INDUSTRY  HAS  HAD 

SOME  OPPORTUNITY  TO  ADJUST  ITS  INVESTMENT  PATTERNS, 

The  second  change  provides  that  the  imputed  cost  of 

CAPIT  FACILITY  INVESTMENT  (MEASURED  IN  ACCORDANCE 

WITH  Cost  Accounting  Standard  that  is/  the  risk 

FREE  ELEMENT  OF  THE  TOTAL  COST  OF  CAPITAL  WILL  BE 
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CONSIDERED  AN  ALLOWABLE  COST  ON  NEGOTIATED  DEPARTMENT 

OF  Defense  contracts.  Procedures  have  been  istabushcd 
so  THAT  ON  THE  AVERAGE  IN  OUR  NEGOTIATED  CONTRACTS.,  THE 
PRENIGOTIATION  PROFll  OBJECTIVE  TAKES  INTO  ACCOUNT  AND 
OFFSETS  THE  COST  INCREASE  ATTRIBUTABLE  TO  TM|  IMPUTED 
COST  OF  FACIUTY  CAPITAL.  ThIS  OFFSET  PROVlSiON  IS 
IN  LINE  WITH  THE  VIEW  EXPRESSED  IN  SENATOR  PrOXMIRE'S 
LETTER  TO  SECRETARY  RuMSFELD  OF  HAY  ’ll > 1976  ON  THIS 
SUBJECT. 

We  have  TAKEN  SPECIAL  CARE  IN  ASSURING  SUCCESS- 
FUL iNPLCMENTATtON  OF  OUR  REVISED  POLICY,  GENERAL 

Stansberry  and  his  team  have  briefed  each  of  the 

SERVICE  COMMANDERS  CHARGED  WITH  AG&UISITfON,  AND  DE- 
TAILED TRAINING  HAS  BEEN  PROVIDED  TO  OVER  3,000 
GOVERNMENT  AND  INDUSTRY  PERSONNEL. 

We  BELIEVE  that  OUR  PCUCY  CHANGES  ARE  AN 

IMPORTANT  STEP  FORWARD  IN  ACHIEVING  OUR  GOAL  OF 
ENCOURAGING  CONTRACTOR  INVESTMENT  IN  COST  REDUCING 
FACILITIES.  Our  new  policy,  combined  WITH  OTHER 
PROCUREMENT  INITIATIVES  UNDERWAY  SHOULD  ACT  TO 
STRENGTHEN  THE  COMPETITIVE  INDUSTRIAL  BASE  AND 

REDUCE  Department  of  Defense  acquisition  costs, 


The  chapter  which  follows  contains  the  Profit  *76  study  plan 
v^hJ^ias^P^lgated as  the  basic  approach 
fcdiowed  in  thisT  effort.  While  soae  variations  from  the  plan 
were  implensented  durlng^  the  course  of  the  study,  it  proved  to  be 
a sound  approach. 


PROFIT  *76 


STUDY  PLAN 
A.  PURPOSE 
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The  purpose  of  the  Profit  Policy  Study  is  to  determine 
defense  contractors'  profit  on  both  defense  and  non-defense 
business  and  to  examine  the  relation  of  earnings  to  capital 
investment  in  assets  designed  to  increase  productivity  and 
lower  costs.  The  study  will  recommend  to  the  Secretary  of 
Defense  any  changes  in  Department  of  Defense  profit  policy 
required  to  strengthen  our  competitive  industrial  base  and 
reduce  the  cost  of  systems  and  hardware  essential  to  our 
national  security.  If  it  is  determined  that  a change  in 
DoD  profit  policy  is  in  the  national  interest,  a new  profit 
policy  will  be  promulgated  along  with  the  directives  neces- 
sary for  rmplementatron « 


B.  GENERAL  APPROACH 

'Ihe  pi'incipal  approach  to  be  used  will  consist  of 
collec 'ing  and  analyzing  data,  on  earnings,  at  the  profit 
center  level,  from  a wide  and  diverse  segment  of  defense 
industry  and  comparing  that  data  with  overall  commercial 
earning  information.  This  central  study  effort  will  be 
augmented  by  several  corollary  tasks  as  follows: 

1.  Examining  the  strength  and  stability 
of  the  defense  industrial  base. 

2.  Soliciting  the  informed  opinions  of 
government  and  industry  personnel  as 
to  the  overall  effectiveness  of  DoD 
profit  policy,  and  changes  needed. 
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3.  Performing  a detailed  "literature 
search"  to  insure  that  past  studies 
are  reviewed  and  analyzed. 

4.  Visiting  a number  of  major  profit 
centers  (including  some  commercial 
companies)  and  Defense  installations 
to  validate  data#  observe  first  hand 
the  opportuinities  for  cost  reduction 

investment,  discuss  required  changes  V 

i 

■;.n  profit  policy,  and  generally  pro- 
vide or  fvtll  participation  in  the 
study  by  those  likely  to  be  affected 
by  the  outcome . 

5.  Analyzing  in  ■ uh  current  DoD  profit 
policy,  bott  promulgated  in  the 

ASPR  and  a pv  ;;ticed  at  the  negotia-  ; 

ting  tab^  ^ . 1 

Since  ther°  ■ - ? icant  time  lags  in  the  capital  in- 

vestment process,  it  may  be  an  extended  period  of  time  before 
we  realize  the  full  impact  of  any  profit  policy  changes  emana- 
ting from  this  study.  To  assure  that  the  desired  results  are 
being  achieved,  a yearly  review  will  be  made  to  track  the 
initial  affect  of  any  profit  policy  changes  and  an  overall 
judgment  should  be  possible  in  approximately  threr  years. 
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c. 


BACKGROU'ID  INFORMATION 


American  defense  industries  are  presently  the  center  of 
controversy.  Defense  in<^ustry  spokesmen  constantly  voice 
their  opinions  on  the  low  profitability  of  defense  work. 

Much  of  the  blame  for  this  is  placed  upon  Government  and 
Department  of  Defense  procurement  policies.  Many  mewibers 
of  Congress  and  the  press  appear  to  focus  on  the  high  cost 
of  weapon  systems  and  take  the  position  that  defense  indus- 
try profits  are  too  high  and  that  procurement  policies  must 
be  tightened.  Therefore,  Department  of  Defense  procurement 
a\ithorities  are  caught  in  the  middle  and  there  are  no  recent 
impartial  studies  or  facts  evident  to  indicate  which  view  is 
correct.  In  addition.  Defense  authorities  know  that  the 
"defense  industry**  is  not  a homogeneous  industry  but  is 
widely  diverse  in  products,  technology,  size  and  financial 
strength,  percentage  of  assets  devoted  to  defense  production 
and  dependency  upon  a sub-contracting  base.  There  also  exists 
the  uneasy  feeling  that  the  defense  industry's  production  base 
is  shrinking  as  contractors  are  attracted  to  more  profitable 
work  in  the  commercial  sector. 

During  the  past  few  years  the  Logistics  Management  insti- 
tute, industry  Advisory  Council,  and  the  General  Accounting 
Office  have  conducted  studies  relating  to  profits  in  the  de- 
fense industry.  Each  of  these  studies  addressed  the  adequacy 
of  profits  on  defense  contracts  and  their  relation  to  capital 
investment.  The  focus  of  interest  in  this  study  is  centered 
on  those  procurement  policies  followed  by  Defense  which  govern 
or  impact  the  profitability,  capital  investment  policies,  and 
overall  financial  condition  of  defense  contractors. 
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D. 


SCOPE  OF  STUDY 


The  scope  of  the  DoD  profit  policy  study  will  encom- 
pass the  following  tasks,  first#  the  DoD  will  conduct  a 
study  of  the  financial  reports  of  publicly  held  defense 
contractors  and  of  non-defense  companies  which  are  in  sim- 
ilar lines  of  business.  The  results  will  serve  as  a base- 
line to  which  tne  profit  data  gathered  from  defense  con- 
tractors can  be  compared.  Subsequently,  a survey  of  the 
returns  on  capital  and  sales  earned  by  defense  contractors 
on  the  defense  portion  of  their  business  will  be  conducted. 
These  data  will  be  gathered  and  verified  for  each  contractor 
(at  the  profit  center  level)  by  the  CPA  firm  normally  re- 
tained by  the  contractor.  This  individual  company  data  will 
be  summarized  and  analyzed  confidentially  by  a consortixAm 
of  CPA  firms.  Tho  final  results  of  this  summary  and  analysis 
will  be  provided  to  the  DoD. 

The  plan  for  data  gathering  and  analysis  will  be  pre- 
sented to  senior  officials  in  the  executive  branch  of  the 
Gcvernment  with  a view  toward  soliciting  comments  on  method- 
ology and  approach.  This  is  planned  to  include  the  following 
principals  or  their  delegates : the  Deputy  Secretary  of 

Defense,  the  Secretaries  of  the  Military  Departments,  the 
Joint  Logistic  Commanders,  the  Comptroller  General  of  the 
united  .States,  the  Director  of  the  Office  of  Management  and 
Budget,  and  the  Administrator  of  Federal  Procurenviint  Policy. 
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T'he  Logistics  Management  institute  (LMI)  will  conduct 
a study  of  the  Defense  industrial  Base.  This  study  will  be 
designed  to  provide  an  assessment  of  the  overall  financial 
strength  and  stability  of  the  defense  industry.  In  addition, 
LMI  will  provide  an  interim  report  on  its  current  study  of 
Contractor  Financial  Capability  which  deals  with  contract 
financing. 

• The  DoD  will  formulate  a questionnaire  on  which  it  will 
ask  presidents  and  chief  financial  officers  of  defense  com- 
panies to  respond  to  questions  about  the  adequacy  of  current 
defense  profit  opportunity,  th*'  rates  of  return  necessary  to 
stimulate  cost  reducing  capital  investment,  and  other  finan- 
cial and  non-financial  policies  which  can  increase  the  pro- 
ductivity of  defense  industry.  The  joint  Logistics  Commanders 
(JLC)  have  been  asked  to  assist  in  developing  a similar  ques- 
tionnaire which  will  be  sent  to  the  military  departments  to 
obtain  their  comments  and  suggestions.  The  questionnaires 
will  be  followed  up  by  field  team  visits  to  DoD  and  contractor 
locations.  A numk»er  of  primary  commercial  companies  will  also 
be  visited  to  obtain  their  views  on  the  role  of  profit  rela- 
tive to  stability  of  business  base,  risk  and  capital  invest- 
ment . 

Finally,  the  conclusions  derived  from  the  analysis  of 
the  data  gathered  by  the  above  studies  will  be  used  as  the 
basis  for  a new  DoD  profit  policy.  The  new  policy  will  aim 
to  adjust  the  overall  level  of  defense  profits  in  such  a 
manner  that  the  profit  opportunity  offered  to  defense  con- 
tractors is  not  excessive  but  still  adequate  to  attract 
their  capital  and  their  best  managerial  and  technical  capa- 
bility to  defense  work.  Further,  the  new  profit  policy  will 
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be  structured  in  such  a way  that  contractors  will  be  able 
to  earn  sufficient  returns  on  capital  eoiwnitted  to  a con- 
tract, and  additional  cost  reducing  investment  will  be 
rewarded  with  adequate  profit* 

The  Defense  Profit  study  will  culminate  with  the 
coordination  and  promulgation  of  the  new  profit  policy. 

It  is  planned  that  the  new  policy  will  be  implemented  by 
July  1976 . 


I 


1-7 


STgcry  (gtOUP  0RGAtT2:ZAT10N 


SECTION  G 


i 


1 
3 


J 


I 


5 

a 

0 

<« 

0 

>0 

Ak 

,c 

§ 

s 

m 

4> 

m 

0 

Qi 

V. 

V) 

c 

M 

+> 

V 

« 

c 

0) 

B 

.21 

4> 

4) 

.a 

* 

+) 

d 

0> 

0 

•rt 

m 

0 

+) 

P. 

n< 

c 

N 

(T> 

0 

■1^ 

Cl 

•M 

C 

•ft 

4J 

■0 

's 

0. 

tJ' 

8 

*r4 

M 

M 

0 1 

H 

0 

0 

U) 

4>  1 

<U 

> 

*0 

o 

4) 

a 

rtj  ' 

if' , 

rt>  ■ 

n 

-i 


i 

i 


i 


j 


1 


i 

I 


PROFIT  *76 

PRIMARY  FUNCTIONS  OF  THE  STUDY  GROUP 
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Oireciipr 

Provido  ovoirall  policy  guidance  to  study  group. 

Maintain  liaison  with  senior  government/industry  officials. 
Make  final  recommendations  to  DapsecDef  on  profit  policy. 

Other  responsibilities  as  set  forth  in  study  charter. 

Deputy  Director 

Assist  Director  in  performance  of  his  functions  and  act 
for  him  in  his  absence. 

Maintain  day-to-day  supervision  of  all  study  grovip  “ctivities. 

Research  Planniner 

Provide  overall  planning  advice. 

Develop  industry  questionnaires. 

Identify  data  elements. 

Perform  field  visits. 

Executive  Secretary 
Administration . 

Central  depository  for  information. 

Preparation  of  final  report. 

Preparation  of  necessary  briefings. 

Assist  Deputy  Director  in  discharge  of  his  fvuictions. 
in  conjunction  with  LMI,  s'\mn>arize  main  past  profit  studies. 

Financial  Data  Collection  and  Analysis 
Liaison  with  CPA  firms. 

Develop  data  collection  formats, 
perform  field  visits. 

Establish  CPA  consortium. 

Arraxige  necessary  contractual  support. 

Profit  Policy  Formulation 

Review  Existing  Profit  Policies. 

Analyze  CPA  consorti\m\  data  and  questionnaires. 

Develop  required  profit  policy  changes. 

Perform  field  visits. 


Field  Sitrveys 

Develop  government  questionnaires. 
) set  up  field  visits. 

Summarize  questionnaire  responses. 
Perform  field  visits. 

) 
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THE  DEPUTY  SCCnHARY  OF  Dtl'FNSE 
WAum^cTON,  0.  c.  aojol 

MAY  1 3 1971) 


MEMORANDUM  FOR  THE  SECRETARIES  OF  THE  MILITARY 

DEPARTMENTS 

SUBJECT:  Investment  in  Defense  Contracts 

The  purpose  of  this  memorandum  is  to  formally  conf;til\itc  a major 
Defense  slxidy  of  contractor  investment  and  contribution  toward, 
increased  productivity  and  reduced  costs  on  Defense  contracts. 

This  study  is  one  of  the  initiatives  menliojied  in  my  memoranchim 

of  1 1 April  1975,  subject,  “Cost  Reduction  Initiatives,''  ^ 

There  arc  many  indications  that  Defense  contractors  contribute  from 
earninns  substantially  less  than  desired  toward  use  of  modern  nunmi- 
facturing  technology  and  oilier  improvements  in  cfficiv^ncy.  This 
has  led  to  obsolescence  of  plant,  expensive  labor  intensive  methods 
and  continued  high  costs,  V/hether  those  outcomes  have  stemmed 
from  low  earnings,  improper  distribution  of  profit  dollars,  instaliili  ty 
of  defense  programs  or  a combination  of  these  and  other  factors  irs 
not  entirely  clear.  It  is  apparent  however,  tJiat  unless  changes  arc 
made  we  are  likely  to  face  continuing  increases  in  Defense  ecxuipment 
costs  and  erosion  of  the  industrial  base  upon  wliich  our  Defense 
needs  ultimately  depend,  \ 

1 am  firmly  convinced  that  tliis  is  a national  problem  of  serious 
dimensions.  The  Comnnission  on  Government  Procurement,  the 
General  Accounting  Office,  and  oUicr  agencies  both  witliin  and 
external  to  the  Department  of  Defense  Jiavc  expressed  the  same 
concern.  Our  attempt  to  cope  with  the  problem  through  the  “return 
on  investment"  policy  established  by  DPC  107  failed  to  attract 
support,  both  from  industry  and  our  own  subordinate  echelons.  It 
is  time  for  a new  approach. 

Accordingly,  I now  direct  that  a formal  full  scale  study  effort 
commence  immediately  wJiich  shall  have  as  its  goal  recommending 
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required  chanr:c.s  in  our  profit  policy.  Brigadier  General  James  W. 
Stansberry  is  designated  Director  of  the  study.  General  Stansberry 
shall:  < 

a)  arrange  for  appropriate  representation  on  the- study  group 
from  OSD,  the  Military  Departments,  and  Defense  agencies 

b)  consult  with  other  Governmental  departments  and  industry 
as  required 

c)  personally  plan,  organize,  direct,  coordinate  and  control 
all  aspects  of  the  study  effort 

d)  provide  periodic  status  reports 

In  order  to  accomplish  the  above.  General  Stansberry  is  authorized  to: 

a)  communicate  directly  with  the  Military  Departments, 

Defense  agencies,  the  Office  of  Federal  Procurement  Policy,  the 
General  Accounting  Office,  Congressional  staffs,  contractors, 
industry  associations,  and  other  concerned  agencies  in  and  out 
of  Government 

b)  originate  and  approve  related  Dogi sties  Management 
Institute  tasks 

c)  task  elements  of  the  Department  of  Defense  for  support, 
in  coordination  witl>  the  Deputy  Assistant  Secretary  of  Defense 
(Admini  stration) 

d)  arrange  contractual  study  support,  including  consultant 
and  temporary  Civil  Service  assistance,  witliin  available  resources 

e)  approve  necessary  travel 

I desire  that  each  of  the  Military  Departments  extend  full  cooper- 
ation to  General  Stansberry  in  carrying  out  this  study.  In  addition, 
each  Military  Deparimont  is  requested  to  nominate  one  individual 
to  represent  his  Department  in  the  study  effort.  Nominations 
should  be  furnished  to  General  Stansberry  not  later  than  16  May  197^^ 
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Tlic  end  reiult  of  the  study  effort  must  be  impro\^ciru*nts  in  our 
profit  policy  wliicli  will  directly  find  favorably  act  to  strcnRtlicn 
our  competitive  industrial  base.  1 desire  tJiat  tlic  r»e\v  policy  be 
in  effect  by  30  June  1976, 


THE  DEPUTY  SECRETARY  OF  DEFENSE 
WASHMOTOK  D.  C.  MMt 
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(Letter  to  Industry  Associations'' 


One  of  our  most  important  objectives  within  the  Department  of  Defense 
is  to  find  ways  to  reduce  the  cost  of  the  systems  and  hardware  essential 
to  our  national  security.  Industry  has  enthusiastically  supported  many 
Initiatives  which  we  have  taken  In  furtherance  of  this  objective.  Much 
remains  to  be  done  however.  We  see  instances  of  obsolescence  of  plant, 
costly  labor  Intensive  methods,  and  high  production  costs.  It  Is 
apparent  that,  unless  changes  are  made,  we  are  likely  to  face  continuing 
cost  Increases  In  Defense  procurement,  and  erosion  of  the  Industrial  base 
upon  which  our  national  security  ultimately  depends. 

Preliminary  analyses  of  corporate  level  data  Indicate  that  the  lack  of 
investment  action  on  the  part  of  the  defense  contractors  may  be  trace- 
able in  part  to  the  adequacy  and  appropriateness  of  our  profit  policy. 
Accordingly,  I have  directed  a broad  scale  study  effort  to  commence 
immediately  to  examine  all  aspects  of  our  present  policy,  'bur  goal 
Is  to  develop  policy  revisions  needed  to  motivate  defense  contractors 
to  make  Investments  which  will  reduce  Defense  Department  acquisition 
costs."  Brigadier  General  James  W.  Stansberry  In  the  Office  of  the 
Assistant  Secretary  of  Defense  (Installations  and  Logistics)  Is  charged 
with  directing  this  study. 

The  success  of  this  study  effort  depends  in  large  part  on  the  willingness 
of  your  member  companies  to  assist  us  by  furnishing  profit  center 
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financial  data  as  well  as  their  thoughtful  views  on  certain  critical 
questions.  In  recognition  of  the  sensitivity  of  the  profit  center 
financial  information,  a data  acquisition  plan  has  been  structured 
which  highly  stresses  confidentiality.  This  plan  calls  for  the 
utilization  of  the  companies*  own  public  accounting  firm  to  collect 
the  required  data  and  analysis  by  another  independent  public 
accounting  group.  The  Department  of  Defense  would  be  furnished 
data  only  in  aggregated  form  along  with  the  statistical  results  of 
the  analyses.  A list  of  the  companies  we  plan  to  contact  to  assist 
us  in  this  effort  is  attached.  I propose  to  furnish  our  data  require- 
ments directly  to  corporate  presidents.  Any  comments  or  suggestions 
you  have  with  respect  to  our  data  collection  effort  or  other  aspects  of 
the  study  would  be  most  welcome. 

As  you  are  probably  aware,  the  recently  established  Cost  Accounting 
Standards  Board  action  on  CAS  No.  409  could  work  a hardship  on  Defense 
contractors  unless  profit  factors  are  adjusted  accordingly.  In  view 
of  the  high  sense  of  urgency  with  which  both  the  defense  contractor 
community  and  the  Department  of  Defense  regard  this  investment/cost 
reduction  issue,  I solicit  your  wholehearted  assistance  in  assuring 
the  success  of  our  efforts. 


Attachment 

a/s 


( 


1 

\ 
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TAB  3 


ASSISTANT  SCCRCTAftY  OF  DtFENSf 
WAtHIN«TOM,  D.C.  MMI 


SIMlATtONI  AN»  iOQI»TK» 


9 JUN1875 


MEMORANDUM  FOR  JOINT  LOGISTICS  COMMANDERS 


SUBJECT:  Profit  Policy  Study 


At  our  meeting  on  May  6,  1971,  we  discussed  the  forthcoming  Department 
of  Defense  profit  policy  study  and  I solicited  your  support  and  assistance 
in  this  important  effort.  I am  pleased  to  report  that  we  are  beginning 
to  make  some  progress  and  early  indications  are  that  industry  will 
cooperate  fully. 

In  my  view>  if  the  study  is  to  be  a success,  we  must  take  positive 
steps  to  ensure  that  the  Commands  responsible  for  the  hardware  support 
of  our  operational  forces  have  a full  and  complete  opportunity  to 
assist  in  the  formulation  of  any  revisions  to  existing  profit  policy. 
Accordingly,  I suggest  that  a membex-  of  your  comi\:and  be  appointed 
to  the  study  group  to  serve  as  a point  of  contact  and  to  assist  in  the 
collection  of  input  from  the  field.  Each  of  the  Service  Secretaries 
has  already  designated  a Service  representative  to  examine  and  recommend 
policy  alternatives.  I visualize  the  primary  job  of  the  Joint  Logistics 
rommanders'  representative  to  be  one  of  ensuring  that  operational  data 
and  viewpoints  be  made  available.  Further,  I believe  that  your 
representatives  can  contribute  greatly  toward  engendering  support  for 
this  study  frem  the  profit  center  levels  of  corporations  with  whoa 
you  do  business. 

Provided  that  yea  agree,  I ask  that  Brigadier  General  James  M. 

Stansberry  (Pentagon  ext.  77909),  the  study  director,  be  furnisheu 
the  name  of  your  representative  os  soon  .as  c'^nvenient. 


''  BENNETT 

Kg  A.iiatant  Secretary  of  Oe<ef»» 
(|n«tallatron*  and 
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Chapter  II 


DATA  COLIEC‘.  >N  AND  ANALYSIS 

Background.  The  collection  and  analysis  of  reliable  data  that 
indicated  the  relative,  profitability  of  defense  and  commercial 
bus.iness  was  necessary  in  the  development  of  a new  profit  policy. 

The  Profit  '76  study  group,  with  help  from  the  Defense  Contract 
Audit  Agency  (DCAA),  the  General  Accounting  Office  (GAO),  the 
Logistics  Management  Institute  (LMl),  Coopers  & Lybrand  (C&L), 
Industry  associations  and  defense  contractors  developed  a data 
package  to  provide  information  on  the  financial  condition  of 
defense  contractors.  The  data  package  was  used  to  gather  sales, 
cost,  investment,  and  other  financial  information.  The  data  from 
the  participating  «..efense  contractors  was  reviewed  by  the  company's 
CPA  firiTi  prior  to  ••submittal  to  C&L.  C&L  was  the  lead  firm  in  a 
consortium  of  CPA  firms  that  reviewed  and  aggregated  the  data 
before  it  was  reported  to  the  DOD.  This  procedure  was  followed 
in  order  to  protect  the  confidentiality  of  the  data  and  to  assure 
that  the  data  would  be  reasonable  to  use  in  measuring  profitability. 

Organization  of  Report.  This  chapter  is  a summary  of  key  charts 
that  indicate  the  findings  of  the  data  collection  and  analysis 
effort  of  the  pi’oflt  study. 
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Description  of  Data  Base.  The  study  utilized  a large  data  base 
from  njany  sources.  The  attached  chart  lists  the  sources  of  the 
data  that  was  used.  Information  on  each  source  Is  es  follows; 


Profit  *76  Data.  This  data  was  collected  specifically  for 
the  Profit  '76  study,  and  consists  of  fli\anclal  Information 
from  64  defense  contractors  with  168  profit  centers.  A profit 
center  is  the  smallest  business  unit  with  a balance  sheet 
and  income  statement,  usually  a division.  Data  was  aggregated 
by  product  group  and  by  type  of  contract.  Data  from  govern- 
ment oriented  profit  centers  was  used  as  the  primary  source 
of  defense  profitability.  Additional  data  was  collected 
on  commercial  business  within  the  defense  profit  center  and 
at  commercially  oriented  profit  centers.  Because  of  the 
limited  sample  of  commercial  profit  centers,  the  data  was 
not  used  as  the  primary  source  of  commercial  profitability. 

FTC  Data.  Quarterly  financial  reports  on  the  durable  goods 
manufacturers  published  by  the  Federal  Trade  Conunission  (FTC) 
were  used  as  the  primary  source  of  data  to  determine  com- 
mercial profitability.  The  FTC  data  base  contains  approximately 
5,000  companies  with  annual  sales  in  the  $450  billion  range. 

It  is  the  most  comprehensive  data  base  for  measuring  com- 
mercial profitability  that  is  available. 

IMS  Data,  Investor's  Managemeftt  Sciences  (IMS),  a division 
of  Standard  and  Poor's,  maintains  a data  base  containing 
financial  information  from  published  financial  reports  of 
the  companies  that  are  traded  on  the  stock  exchanges.  A 
corporate  level  analysis  of  profitability  of  defense  contractors 
was  attempted  using  this  data  base.  The  results  indicated 
that  there  was  a great  amount  of  variability  of  profits  by 
industry  and  the  earnings  of  the  non-defense  elements  in 
the  corporation  could  make  any  conclusions  suspect.  The 
a;'alysis  clearly  indicated  the  weakness  of  attempting  to 
determine  defense  profits  using  corporate  level  financial 
data. 


DIB  Data.  LMI  conducted  a study  of  the  defense  industrial 
base  (DIB)  to  try  to  determine,  using  corporate  level  financial 
data  and  opinion  surveys,  if  the  DID  was  eroding.  The  opinions 
were  considered  in  the  development  of  the  profit  policy  and  the 
overall  financial  data  was  reviewed  as  a secondary  source  of 
information. 
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COMPUSTAT  Data.  The  COMPUSTAT  data  base  is  maintained  by 
IMS  and  was  used  to  aggregate  the  published  financial  reports 
of  the  companies  that  provided  profit  center  data.  This 
aggregated  data  was  reviewed  to  see  if  the  Profit  ’76 
results  were  consistent  with  the  published  financial  data. 

The  analysis  of  key  financial  ratios  indicates  that  the 
two  data  bases  are  comparable. 


Renegotiation  Board  Data.  A review  of  data  reported  to  the 
Renegotiation  Board  was  made  to  determine  if  the  data  was 
comparable  to  the  aggregated  profit  center  data.  After  the 
Renegotiation  Board  data  was  converted  from  a tax  basis  to 
a published  financial  basis » the  data  was  comparable. 

liMI  Studies.  A review  was  maae  of  the  prior  LMI  profit 
studies  to  note  the  data  elements  reported,  the  methods 
used  to  measure  investment,  and  the  results.  The  results 
of  the  Profit  '76  data  are  comparable  with  the  LMI  data  analysis. 

GAO  Study.  A review  was  made  of  the  GAO  profit  study  to 
determine  the  same  type  of  information  that  was  noted  in 
the  review  of  the  LMI  studies. 

ASP  Comptroller  Reports.  The  data  sources  listed  above  all 
deal  with  realized  profits.  The  ASP  Comptroller  report  provides 
data  on  the  negotiated  profits. 
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Profit  *70  Data  CoveyaRG.  Xho  dogree  of  statistical  coverage 


that  the  samplo  of  64  defense  contractors  aggregated  with  respect 

to  the  total  universe  of  negotiated  durable  goods  production  and 

R & D contracts  was  a major  concern  during  the  data  collection 

and  analysis  effort.  The  chart  indicates  the  statistical  coverage, 

with  notations  on  the  entries  as  follows: 

Total  FY  *74  Procurement.  The  FY  '74  contract  awards  using 
the  procurement  budget  of  $36.4  billion  was  the  procurement 
baseline  selected  for  the  study. 

Formally  Advertised.  Since  the  new  profit  policy  will  apply 
only  to  negotiated  procurements,  the  formally  advertised 
amount  of  $3.0  billion  was  subtracted  from  the  universe. 

Negotiated.  The  negotiated  amount  of  $33.3  billion  procurement 
dollars  for  FY  '74. 

Non-Purabio  Goods  Producers.  Since  the  profit  policy  is 
primarily  directed  toward  durable  goods  contracts,  the  non- 
durable goods  volume  was  excluded  from  the  universe.  The 
non-durable  goods  procurement  of  $17.5  billion  includes 
contracts  for  services,  transportation,  subsistence,  POL,  etc. 

Durable  Goods  Producers.  The  negotiated  durable  goods  amount 
of  $15.8  billion  for  FY  '74. 

R & D Procurement.  Since  the  data  collected  from  the  profit 
centers  included  programs  that  were  funded  by  both  production 
and  R & D funds,  an  amount  of  $5.4  billion  was  added  to  cover 
the  R & D contract  awards  of  over  $5.0  million  each. 

Total  Universe.  The  durable  goods  universe  of  $21.2  billion 
for  FY  '74. 

Profit  '76  Participating.  The  sales  data  collected  from 
the  sample  of  64  participating  defense  contractors  averaged 
$15.5  billion,  or  73%  of  the  universe,  which  is  considered 
to  be  good  statistical  coverage. 


11-6 


^(5 
^ < 


•j%*S 

^•*«*i£  ■*■ 

WlS  •*! 
'•*■%  • •*! 
ftKvo 


|i| 


>v  <c  $ 
oi?*' 

§0^ 
is  ^ S 

5g| 


Jy 

t: 

<' 

K 

5 

K 

5' 


u> 

Ui  ^ 

<2^$: 

S 


Wk 

Mm 


of  tho  fivo  year  period  ledudod  in  the  sample.  The  data  is 
roughly  comparable.  The  Profit  '76  data  included  a product  group 
for  "other",  which  included  tanks,  aircraft  engines,  chemicals, 
ferrous/nonferrous  metals,  turbines,  and  general  purpose  computers. 
These  product  types  were  consolidated  into  one  group  in  order 


to  preserve  confidentiality  and  to  simplify  the  report. 


r. 


DESCRIPTION  OF  DATA  BASE 
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Data  Quality  ABaurance.  Pare  of  the  otratogy  of  the  profit  study 


was  to  gothar  dota  that  would  stand  up  undoi*  attack.  Consoquontly, 

the  <|uallty  of  tho  data  that  was  ucod  in  the  study  was  vary  Impovu- 

ant.  To  ossura  thot  only  high  quality  data  would  bo  rolled  upon, 

an  uxtanslvQ  ravlow  of  the  data  by  tho  partlcipBtlng  company’s  CPA 

firm  was  conductsd.  C&l , with  the  hulp  of  Toucho,  Ross,  dQvol->po<| 

Q CPA  revisw  program  in  order  to  aasuvo  thot  the  data  submitted 

would  be  useful  and  v^ould  allow  the  study  group  to  make  reueuneble 

InfevoncQS  about  tho  profitability  of  various  sogmonts  of  the 

defonso  induatry.  C&L  povformod  further  ravlaws  of  tho  dots  boforo 

it  wos  agStegftted.  The  churt  shoves  « aummtiry  of  tho  clnssl^icatlons 

of  the  data,  which  are  explained  bolow: 

Accoptoblo  Data.  Thlo  classification  manna  thot  nothing 
camo  CO  the  otcontlon  of  tho  CPA  firms  thot  lad  thorn  to 
believe  that  the  participating  company's  data  was  not  con- 
oiotont  V'^lth  the  instructions  in  tho  data  package.  Accoptablo 
data  W08  submitted  by  61  componios  with  average  annual  sales 
of  $12.9  billion.  Tljia  data  wna  used  as  the  primary  aource 
of  piofitnbility  fot  govoinmont  oriontod  profit  contorc. 

Qualified  Data.  Tl\l8  classification  tne.'jno  that  the  partlcpatlng 
company  8 do^ta  was  conaiatont  with  tho  luotiucfclons  proacrlbod 
In  the  date  packogo  except  for  one  or  more  items.  H>oso 
exceptions  include  the  following: 

The  value  to  be  realised  trora  certain  rocolvabioa  and 
inventorlco  was  unce5T.aln,  The  ultimate  dlupoeition  of 
thoee  items  could  affect  tho  profit  recognised  during 
the  years  reported  on  in  this  study. 

The  outcome  of  certain  claims  and  unsettled  matters 
was  uncevtain. 


Certain  mat  tor.s  were  being  investigated  and  It  was  Imposslblo 
to  estimate  the  impact  on  the  data  reported  in  the  study. 
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Ad  inuicutod.  tlicao  (lualiricotiorie  rulaLo  Lo  ths  outcome 
of  futuro  Qvance.  tdUlo  chc  CPA  firm  boliovod  uho  data 
Wfl8  consistent  with  the  InSti'uctionSi  auhject  to  the  out- 
coma  of  future  uncertaint toa^  CAL  folc  chat  tho  quallflad 
dato  did  not  havu  the  same  dagroo  of  naauronco  as  the 
accspcabla  data,  tha  qualifiod  data  woa  roviawad  by  tha 
study  i^roup  unu  it  wau  docidod  Chut  tho  uccoptublo  data 
was  II  iiioro  rollublo  Indicator  o?  tho  prof Icahility  of  tho 
govornmonc  oriented  profit  roticcrB.  The  overage  annual 
sales  of  the  profit  centers  with  qualified  date  was  $2i6 
billion. 


dnusabla  Data.  Xhla  cloaolflcotion  manna  that  the  purticlpatlng 
company's  date  was  not  consistent  with  tha  inat ructions  pro- 
occlbed  in  tho  dato  package  and  wan  not  usoblo.  This  dote 
and  tho  Idontlf Icntlon  of  these  rompnntea  were  not  included 
in  the  report  from  CSL. 


Dleclalmod  Data.  This  classification  muaris  that  tha  data 
Is  not,  or  may  not  be,  conalatent  with  the  tnotructf  mn  In 
tho  data  pnekago.  Tho  reaaons  for  tho  data  being  diBclalmed 


of  chase  companies  wore  not  Includoil  In  the  report  from  CAL. 
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Profit  *76  Partlclixxllnft  CompanlOB.  Tho  chart  ahows  a 11  si  pt 
t'ho  pattlclpatina  corsponloB.  H»eae  couiponioa  aru  largo  IJOD 
contractors • Small  eotnpanioa  wars  not  solicited  for  tha  studv 
b^c&oSd  'lUn  odminletx'atlvQ  cost  of  compllonca  with  iho  <lato 
form  litecrucllona  would  have  boen  ralotivaly  high.  Fuiihor. 
the  low  dollar  ualumo  of  small  companloo  would  hove  hod  on 
InelBiUficont  result  on  the  ovarnlt  findings.  Consequently, 
only  largo  DOD  contractors  wore  solicited  for  tho  study. 
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Profit  Before  Taxes/Sales«  The  chart  shows  the  time  trends  of 
profit  before  taxes/sales  for  commercial  and  government  profit 
centers  and  for  the  FTC  Durable  Goods  producers.  As  noted  on 
the  chart,  the  coimnercial  profit  centers  reported  a five  year 
average  of  17.1%,  which  is  roughly  2^  times  the  FTC  Durable  Goods 
average  of  6.7%.  Based  on  the  very  large  FTC  sample  and  the  large 
difference  in  reported  profitability,  the  study  group  felt  that 
the  use  of  the  FTC  sample  was  a better  indicator  of  overall  com- 
mercial profitability.  Because  of  the  differences  in  data  collection 
methods  between  the  profit  study  and  the  FTC,  an  adjustment  was 
made  to  the  FTC  data  as  follows: 

Starting  in  19 7A,  the  FTC  provided  a more  detailed  breakdown 
of  the  balance  sheet  and  income  statement.  For  197 A,  it  was 
possible  to  identify  the  income  before  taxes  of  foreign  branches 
and  the  equity  in  earnings  of  domestic  and  foreign  non-consolidated 
entities  and  investments.  The  balance  sheet  identified  the 
non-current  assets  that  generated  the  earnings.  The  profit 
center  data  did  not  include  the  earnings  or  the  balance  sheet 
amounts  for  non-current  assets.  After  comparison  of  the 
data,  the  study  group  concluded  that  it  was  appropriate  to 
adjust  the  FTC  data  for  the  years  prior  to  197A  in  order  to 
make  the  results  more  comparable.  This  adjustment  had  the 
effect  of  slightly  reducing  the  FTC  return  on  sales  and  slightly 
increasing  the  FTC  return  on  investment. 

The  five  year  average  of  the  government  oriented  profit  centers 

was  A. 7%,  which  is  2.0%  below  the  FTC  average.  This  relationship 

of  lower  earnings  on  sales  was  also  noted  in  the  LMI  and  GAO  studies. 
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five  year  averages  of  profitability  by  product  group  for  the  sources 


of  data  as  follows: 

Government  Profit  Centers.  Missile  manufacturers  reported 
the  highest  profits,  with  an  average  of  6.1%.  Since  many 
of  the  missile  programs  reported  in  the  data  are  for  tactical 
missiles  with  high  production  rates,  the  relatively  high 
profitability  can  be  explained  as  a result  of  productivity 
Improvements  during  the  period  of  contract  performance. 

The  least  profitable  group  reported  was  the  shipbuilders, 
with  an  average  of  2.9%  for  profit  centers  with  "acceptable'' 
data  and  .6%  if  "qualified"  data  is  included.  The  profit- 
ability of  the  other  product  groups  fell  in  between  these 
two  extremes. 

Commercial  Profit  Centers.  The  highest  profitability  was 
reported  for  the  "other"  product  group,  which  includes 
conunercial  general  purpose  computers.  This  product  group 
' meraced  over  82%  of  the  sales  reported  for  commercial 
profit  centers  and  dominated  the  overall  average,  with 
a 19.3%  average.  The  next  most  profitable  commercial 
product  group  was  missiles,  with  an  average  of  17.7%. 

However,  the  dollars  in  this  product  group  are  insignificant. 
Commercial  aircraft  profit  centers  reported  an  average 
of  7.5%,  which  is  about  twice  the  average  of  3.5%  reported 
for  the  government  profit  centers.  Shipbuilders  were  the 
least  profitable  product  group,  with  an  average  of  3.5%. 

FTC  Durable  Goods.  The  analysis  of  profitability  by  product 
group  is  limited  to  the  two  groups:  aircraft  and  missiles, 
and  electronics.  Aircraft  and  missiles  averaged  4.2%,  which 
is  between  the  government  and  commercial  aircraft  averages, 
i This  is  logical  since  most  of  the  dollars  are  probably  reported 

! for  aircraft.  The  electronics  product  group  average  of  6.3% 

is  higher  than  than  the  averages  reported  in  the  profit  centers, 
probably  because  the  FTC  sample  includes  consumer  oriented 
companies  whereas  the  profit  center  data  came  from  defense 
oriented  companies.  No  data  is  available  from  the  FTC  for 
ships  or  the  "other"  product  group. 
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Profit  Before  Taxes/Sales  by  Type  of  Contract.  The  attached 
chart  shows  the  time  trends  of  profitability  by  type  of  govern- 
ment contract.  The  fixed  price  type  of  contract > which  includes 
fixed  price  incentive,  averaged  A. 7%  over  the  five  year  period. 

Tl»e  cost  type  contract  five  year  average  was  4. AX,  which  is  only 
.3%  lower  than  the  fixed  price  average.  The  survey  of  contracting 
officers  indicated  that  there  should  be  more  discrimination  in 
the  risk  ranges  for  each  type  of  contract.  The  data  supports  the 
contracting  officer's  opinion  that  there  should  be  a greater  spread 
between  cost  type  and  fixed  price  contracts,  and  this  has  been 
addressed  in  the  new  profit  policy.  Note  that  the  fixed  price 
data  Indicates  a significant  reduction  in  profitability  in  1972. 

This  reduced  profitability  was  caused  by  a large  write-off  of 
losses  on  a total  package  procurement.  Proper  selection  of  contract 
type  is  essential  in  order  to  improve  the  spread  in  realized  profits 
between  cost  type  and  fixed  price  contracts. 
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shows  th^  nogotlaced  vs  roalizcd  profits  for  the  flvo  ysatrs 
covered  in  the  study,  with  the  following  explanations t 


Nettotlated.  The  average  negotiated  profit  for  all  types 
of  contracts  as  reported  by  the  ASD  Comptroller » Ttie 
five  year  average  is  8.8%. 

Negotiated  less  Unallowables.  One  of  the  objectives  of  the 
profit  study  was  to  determine  the  impact  of  unallowables  on 
earnings.  The  data  indicated  that  ui\allowables  average 
about  2.0%  of  sales;  consequently,  if  defense  contractors 
could  realize  the  negotiated  profit  rate  less  unallowables, 
the  earnings  of  6.8%  would  be  very  close  to  the  FTC  overage 
of  6.7%. 


Realized.  The  average  realized  profit  rate  Is  4.7%.  This 
average  includes  cost  type  contracts,  fixed  price  type  contracts, 
FMS  contracts,  subcontracts  under  government  procurement 
regulations,  and  other  government  contracts.  There  is  a 


substantial  erosion  of  the  profit  rats  during  contract  per- 


formance. This  problem  cannot  be  solved  by  the  new  profit 
policy  but  must  be  addressed  by  the  contractors  in  the 


initial  pricing  of  the  contract  and  by  government  procurement 


offices  in  their  negotiation  ai\d  contract  administration  actions. 
Improved  cost  control  by  the  contractors  could  decrease  the 


difference  between  the  negotiated  less  unallowables  profit 
rate  and  the  realized  profit  rate. 
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Moasuree  of  Retuyg  on  InvostmGnt.  A majot*  task  of  the  study 

group  was  to  solect  a raailstlc  tneasui'o  of  return  on  investnent> 

The  chart  lists  several  ncasuro?,  which  are  discussed  below: 

Return  on  Equity  Capital.  This  Is  a traditional  measure  of 
investment  but  was  not  available  at  the  profit  center  level. 

Return  on  Eoultv  Plus  Long  Term  Debt.  This  is  another 
traditional  measure  of  investment  chat  was  not  available 
at  the  profit  center  level. 

Return  on  OperatiuR  Capital  and  Facilities  Capital.  n»e 
study  group  considered  using  this  measure,  which  was  based 
on  the  definition  of  investment  In  Defense  Procurement  Circular 
(DPG)  107  and  was  in  an  eorly  version  of  Cost  Accounting 
Standard  (CAS)  A14.  It  was  not  used  as  Che  measure  of  invosl- 
ment  because  the  GAS  Board  dropped  operating  capital  from 
GAS  414. 

Return  on  Total  Assets.  The  study  group  considered  this 
measure  of  investment  but  did  not  uso  it  boenuse  of  the 
profit  center  reporting  of  progress  payments.  The  contractors 
could  either  report  total  inventories  loss  progress  payments 
or  a net  inventory  amount  that  has  been  reduced  by  the 
progress  payments  received.  Most  pi'afit  contors  repo’'tod 
on  the  net  inventory  method;  consequently,  a reliable  amount 
for  total  assets  was  not  available. 

Return  on  Total  Assets  less  ProRress  and  Advance  Payments. 

The  study  group  used  this  method  to  nwasure  return  on  Invest- 
ment because  rolioble  data  was  avoilable  at  the  profit  center 
level.  Further,  progress  payments  (and  cost  voimbursementa 
on  cost  type  contracts  wliicli  were  reported  os  progress  payments 
for  the  purposes  of  the  study)  represent  on  investment  of 
the  government,  not  the  contractor.  Any  ndvnnce  payments  by 
the  government  were  treated  as  progress  payments  for  the 
purposes  of  the  study.  Tills  is  a conservative  definition  of 
investment  but  one  that  fairly  protrays  the  relative  levels 
of  investment  made  by  defense  and  conunerclul  contractors. 

It  is  also  the  best  approximatxon  that  can  be  miuU:  to 
compare  with  the  equity  plus  long  term  debt  definition  of 
Investment . 
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Upturn  on  InvoBtmcnt . Tlu*  ch^rc  shows  the  timo  t funds  of  profit 
boforp  tuXQe/cotnl  ossots  (leas  pvogVPQs  ond  udvomto  p«yma»itn)  for 
commat'cittl  and  govornraent  profit  cantors » ijovornmont  profit  cantors 
prosumlng  the  contractov  furnishod  ell  oquipment  and  fecilliiefii 
and  Cor  the  FTC  Durabla  Goods  producers*  ComroorcJaV  profit  (',encprs 
ovovngod  17. 6X  for  the  five  yoor  period,  which  la  not  much  above 
the  17. IX  return  on  saloa.  Oovarnment  profit  contora  averaged 
11. SX,  which  is  2.9  times  the  raturn  or.  saloe,  FTC  Duvoble  Goods 
producers  averaged  10, 7X  for  the  five  ysors,  which  is  1.6  times 
the  return  on  ealaa.  Although  govornmant  profit  centers  Indicated 
a lower  return  on  oaloo  than  the  FTC  sample,  tho  govovnmont  profit 
center  return  on  iiwostment  is  higher  than  the  FTC  sample.  This 
relationship  has  been  iouud  in  prior  profit  studies  and  was  no 
surprise  to  the  study  group,  Tho  amount  of  govermiient  ovvjiiod  facilities 
was  thought  to  ho  tl^a  explanation  for  tho  relatively  high  return 
on  Inveatmont  for  government  profit  cei^ters.  To  a«r,os  th^  impoct 
of  those  facilities,  data  was  coHectad  on  tho  gross  and  not  book 
value  of  land,  buildings,  and  oqulpment  that  wac  o\jncd  by  the 
contractor,  Further,  tho  weighted  overage  age  of  the  facilities 
was  collected.  This  dota  enablod  the  study  group  to  determine 
the  rates  of  dopreclaiion  that  wore  applied  by  the  cont  r.-iet;or. 


Additional  data  was  collected  on  tho  acquisition  cost  and  weightod 
avorage  age  ot  government  owned  facllitiea.  This  data  enabled  the 
study  group  to  Impute  dopreolntion  foi-  the  government  owned  facilities. 
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Cons^eqviontly » noC  book  value  araouocs  for  govornraenc  ownati  Facilities 
wore  commuted  that  approxitnat(t<l  the  amounts  that  thu  contractors 
would  eov'ty  on  choir  books  if  thoy  exmod  tho  governmavxt  faeilitiae. 
Inclusion  of  govurnment  omai  facllltlos  ot  a doptociotod  value 
would  docroaSQ  the  return  on  Invantmont  for  Bovarumtnxt  profit 
cantors  from  13.5%  Co  13.0%.  Prior  comporiaons  have  boon  mado 
using  the  acquisition  coat  of  govetnmant  oxmed  facillcias;  however, 
that  data  would  not  be  comparable  with  the  publiahod  financial 
data  that  is  used  as  tho  basis  for  moat  of  the  FTC  sampln.  In 
conciuaion,  the  roturn  on  invoetraont  for  goverment  profit  concoiA 
is  higher  chan  the  PTC  data,  and  inclusion  of  tho  doproclaced 
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Return  on  Investment  by  Product  Group.  The  chart  shows  the 
five  year  averages  of  profitability  by  product  group  for  the 
sources  of  data  as  follows: 

Government  Profit  Centers.  The  return  on  investment  pattern 
for  government  profit  centers  is  the  same  as  the  return  on 
sales  pattern.  Missile  manufacturers  reported  the  highest 
return  on  investment,  with  an  average  of  20.0%.  The  lowest 
return  on  Investment  was  reported  by  shipbullde  s,  with  an 
average  of  5.8%.  If  "qualified"  data  is  considered,  the 
industry  average  for  shipbuilders  is  1.0%.  The  profitability 
of  the  other  product  groups  fell  in  between  these  two 
extremes. 

Commercial  Profit  Centers.  The  highest  return  on  investment 
was  reported  for  the  missile  manufacturers,  with  an  average 
of  27.8%;  however,  the  dollars  in  this  product  group  are 
insignificant.  The  next  most  profitable  product  group  is 
"other",  which  is  primarily  composed  of  aircraft  engines 
and  general  purpose  computers.  A more  interesting  comparison 
of  return  on  investment  can  be  made  with  the  aircraft  product 
group  The  reported  return  on  investment  for  the  commercial 
profit  centers  for  aircraft  is  9.0%,  which  is  below  the  11,2% 
reported  for  the  government  profit  centers.  However,  on  a 
return  on  sales  basis,  commercial  profit  centers  for  aircraft 
reported  an  average  of  7.5%,  which  is  above  the  average  reported 
for  the  government  profit  centers.  The  reason  that  commercial 
profit  centers  for  aircraft  have  reported  a lower  return  on 
investment  than  government  profit  centers  is  the  higher  amount 
of  investment  in  the  commercial  profit  centers. 

FTC  Durable  Goods.  Electronics  averages  10-0%,  which  is  below 
the  government  profit  center  average  of  15.3%.  Aircraft  and 
missiles  averaged  6.9%,  which  is  below  both  the  government 
and  commercial  profit  center  averages.  No  data  is  available 
from  the  FTC  for  ships  or  the  "other"  product  group. 
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Asgets/Sales.  The  chart  shows  Che  time  tren<is  of  assets  (defined 


as  total  assets  less  progress  and  advance  payments) /sales  for  the 
FTC  Durable  Goods  producers,  government  profit  centers,  and  govern- 
ment profit  centers  with  additional  investment  In  facilities.  The 
FTC  data  indicates  that  commercial  contractors  invest  an  average 
of  630  for  every  dollar  of  sales.  Government  contractors,  on  the 
other  hand,  invest  an  average  of  35c  for  every  dollar  of  sales. 

This  Is  a significant  difference.  To  examine  the  reasons  for  this 
difference,  the  investment  was  divided  in  terms  of  facilities 
capital  (net  book  value  of  land,  buildings,  and  equipment)  and 
operating  capital  (current  assets  less  progress  and  advance  payments). 
It  was  found  that  the  Investment  by  government  contractors  would 
Increase  to  50c  on  the  sales  dollar  if  governmex\t  contractors 
invested  in  facilities  to  the  same  degree  of  capital  intensity  as 
commercial  contractors.  This  is  noted  on  the  chart  as  the  "delta" 
for  facilities  capital.  The  difference  between  the  government 
investment  of  50c  and  the  FTC  average  of  63C  is  the  "delta"  for 
operating  capital,  which  is  caused  by  the  different  financing 
of  government  and  commercial  contracts.  If  the  net  book  value  based 
on  imputed  depreciation  for  government  owned  facilities  was  added 
to  the  government  contractor  investment,  the  overall  investment 
would  Increase  from  35c  to  36c.  Thinking  in  terms  of  a profit 
policy  that  would  stimulate  Investment,  the  lower  limit  would 
be  around  the  36c  level  and  the  upper  limit  would  be  around  the 
50c  level. 
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Assets/Sales  by  Product  Group.  The  chart  shows  the  five  year 
averages  of  Investment  to  sales  by  product  group  for  the  sources 
of  data  as  follows: 


I 


Government  Profit  Centers.  The  amount  of  Investment  required 
to  support  a dollars  worth  of  sales  for  the  government  profit 
centers  shows  an  Inverse  pattern  to  the  return  on  investment 
averages  by  product  group.  Shipbuilders  averaged  the  highest 
investment,  at  49.5%,  of  the  product  groups.  Shipbuilders 
also  reported  the  lowest  return  on  Investment  of  any  product 
group.  Missile  manufacturers  reported  the  lowest  amount  of 
investment,  at  30.4%,  of  any  product  group.  Missile  manufacturers 
also  reported  the  highest  return  on  investment.  The  other 
product  groups  fell  in  between  these  extremes. 

Commercial  Profit  Centers.  On  an  average  basis,  commercial 
profit  centers  reported  almost  three  times  the  amount  of 
investment  that  was  reported  for  government  profit  centers 
(97.1%  commercial  vs  35.0%  government).  One  of  the  concerns 
of  the  study  group  was  that  the  defense  contractors  would 
have  a tendency  to  understate  the  investment  for  commercial 
profit  centers,  which  would  overstate  the  return  on  investment. 
However,  the  data  indicates  that  this  did  not  occur.  The 
study  group  feels  that  the  discipline  imposed  on  the  participating 
contractors  by  the  CPA  review  contributed  to  more  realistic 
reporting  of  Investment  data. 

FTC  Durable  Goods.  On  an  average  basis,  the  FTC  data  indicated 
more  Investment  than  the  government  profit  centers  but  less 
Investment  than  the  commercial  profit  canters. 
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Facilities  Capital/Sales  by  Ptoduct  Group>  Tl\e  chart  shows  the 
five,  year  averages  of  facilities  capital  (net  book  value  of  land» 
buildings,  and  equipment) /sales  by  product  group  for  ihfs  sources 
of  data  as  follows; 

Government  Profit  Centers*  On  an  average  basis,  government 
profit  centers  Indicated  an  investment  of  10.90  in  facilities 
to  support  a dollar's  worth  of  sales.  If  the  value  of  govern- 
mere  owned  facllites  on  an  Imputed  depreciation  bosls  was 
adaed  to  the  investment,  an  additional  1.3c  in  investment 
(the  data  in  parenthesis)  would  be  reported.  Shipbuilders 
reported  22.2%  investment,  which  is  the  highest  of  any  product 
group.  Aircraft  manufacturers  reported  8.7%  investment,  which 
is  the  lowest  of  any  product  group.  "The  other  product  groups 
fell  in  between  these  extremes. 

Commercial  Profit  Centers.  On  an  average  basis,  commercial 
profit  centers  reported  about  four  times  as  much  investment 
in  facilities  as  was  reported  for  the  government  profit 
centers  (41.1%  commercial  vs  10.9%  government).  However, 
most  of  this  difference  is  in  the  "other"  product  group. 

FTC  Durable  Goods.  On  an  average  basis,  the  FTC  data  indicated 
an  Investment  of  about  2*^  times  as  much  as  the  government 
profit  centers  (25.5%  FTC  vs  10.9%  government).  The  invest- 
ment for  the  aircraft  and  missiles  product  group  @ 16.0%  is 
greater  than  the  profit  center  investment.  This  is  probably 
because  the  FTC  sample  includes  smaller  companies  that  generate 
‘ a greater  percentage  of  sales  from  in-house  work  than  the 

companies  included  in  the  profit  center  sample.  The  electronics 
product  group  @20,4%  is  higher  than  the  profit  center  data, 
probably  for  the  same  reason  the  aircraft  product  group  is 
higher. 
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Interaction  Between  Facilities  Capital  Invostment  and  Return 
On  Sales.  Th©  chort  shows  facilitlos  capital/sales  parcantagas 
ott  the  left  axis  and  the  profit  before  taxes/salcs  on  the 
bottom  axis.  The  purpose  of  the  chart  la  to  explain  the  inter- 
action between  the  amount  of  investment  a contractor  Is  willing 
to  make  lt\  facilities  and  the  return  on  sales.  An  explanation 
of  each  source  of  data  is  as  follows: 

Government  Profit  Centers.  Defense  contractors  averaged 
4,7%  return  on  soles  and  10,9%  investment  in  facilities, 

FTC  Durable  Goods.  The  FTC  contractors  averaged  6,7% 
return  on  sales  and  25.5%  investment  in  facilities, 

Conmiercial  Profit  Centers.  Comercial  profit  centers 
averaged  17.1%  return  on  sales  and  41.1%  investment  in 
facilities. 

Note  that  the  Investment  in  commercial  profit  centers  is  abort 
3.7  times  the  investment  in  government  profit  centers.  Further, 
note  that  the  return  on  sales  for  the  commercial  profit  centers 
is  about  3.6  times  the  return  on  sales  for  the  government  profit 
cantors.  There  is  a rough  correlation  between  the  amount  of  in- 
vestment a company  is  willing  to  moke  and  the  amount  of  profit 
dollars  that  the  company  can  expect  to  realize.  Investment  in 
facilities  takes  money,  and  the  amount  of  money  that  will  be  in- 
vested Is  somewhat  dependent  on  the  margin  of  profit  dollars  that 
will  flow  to  retained  earnings.  Looking  at  this  problem  another 
way,  an  examination  of  the  sources  of  funds  for  investment  would 
reveal  the  following: 


11-35 


Equity  Futxda,  One  aource  of  funds  for  Invostmant  would  bo 
to  Issuo  stock.  Tho  Conforenco  Board.  In  thole  survey  of 
opinions  from  the  flnaaclal  community*  indicated  that  in- 
vestors view  tho  dofanee  Industry  as  too  high  a risk  for 
tho  rato  of  return;  consequently,  tho  equity  market  is 
effootlvoly  closed  to  defense  contractors. 

Debt  Funds.  A business  can  borrow  money  for  investment 
in  facilities.  Reviewing  general  corporate  data.  It  has 
been  noted  that  debt/equity  ratios  have  gone  up  over  tl\c 
past  several  years  and  that  defense  contractors*  earnings 
represent  a smaller  multiple  of  times  interest  earned  than 
they  did  a few  years  ago. 

Depreclatiou.  Depreciation  is  a source  of  funds  that  is 
being  reinvested.  General  corporate  data  indicates  that 
defense  contractors  are  investing  at  an  omouuc  about  equal 
to  their  annual  depreciation.  Because  of  the  Inflated  vo- 
placomont  coat  of  capital  goods,  defense  contractors  cannot 
stay  even  if  they  only  Invest  the  dollars  generated  through 
depreciation. 

Retained  Earnings.  Investment  funds  can  be  made  available 
from  retained  earnings.  The  amount  of  retained  earnings  ia 
dependent  on  the  amount  of  dollars  of  profit  the  business 
unit  generates.  Another  namo  of  the  dollars  of  profit  is 
margin,  which  equates  to  return  on  sales. 

Ii\  summary,  increased  return  on  sales  will  help  stimulate  Investment. 

If  it  is  efficient  in  the  comi\'.orcial  marketplace  for  the  FTC  Durable 

Goods  producers  to  employ  about  2h  times  the  amount  of  facilities 

per  dollar  of  sales,  then  chore  are  probably  productivity  gains 

that  could  be  made  if  defense  contractors  increased  their  invostment. 

This  increase  in  investment  shoulddecren.se  the  production  cost 

and  the  price  to  the  government. 
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Intofoction  Betwaon  Asaot  Turnover  and  Profit  on  Sttlae.  Tho 
chaet  shows  ftnlea/nsset  cutnovor  on  cho  left  qxIe  and  the 
profit  bofore  tuxtiE/sules  on  tho  bottom  qkIs.  Tun.ovor  roiors 


l-i'- 


to  tba  amount  of  sales  goneroted  by  a givon  amovmt  of  Investment. 

A turnover  rate  of  one  indicates  Chat  there  is  one  dollar* s v;orth 
of  Investment  supporting  a dollar  In  asloa.  A turnover  rote  of 
two  indicates  that  there  is  50c  worth  of  Investment  supporting 
u dollar  in  sales.  A turnover  rote  of  four  indicates  that  there 
Is  25c  in  investment  supporting  a dollar  in  solss.  Tho  multiple 
of  the  turnover  rate  tlnu's  the  return  on  sales  is  the  return  on 
investment.  (lovernment  contractors  are  able  to  maintain  their 
veturn  on  invostmont  on  a low  profit  margin  by  kooplng  tl>clr 
investment  low.  The  new  profit  policy  should  allow  the  return 
on  sales  to  mova  upward  us  the  amount  of  investment  In  facllitios 
moves  upward.  If  investment  incrensod,  the  return  on  aulas  would 
go  up  and  tlie  return  on  Invostmont  would  go  down,  which  would  move 


closely  align  tho  government  profit  cantors  to  the  FTC  Durable 
Goods  producers.  The  not  result  of  this  action  slioulc  be  a lowov 


price  to  the  government. 
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Chuptor  II 1 


GOVt^PNMSNT  PPOCUPJ5:  OT  PKPSQMNEL  OPINION  SURVEY 


1.  DACKOnOUND  AND  TASK  ODJEGTIVE 

This  chapter  diBausses  tha  Govarmnent  Procurainent;  PeirB-dnnal 
Opinion  ’Survey  which  ia  ono  of  fcho  aovarnl  eorollery  studies 
undartokon  in  support  of  the  ovarall  Profit  *76  study.  The  ob- 
jective was  to  (1)  ovsrvny  ond  obtain  a valid  rtipresontation  of 
Armed  Servicaa  procurement  personnel  attitudes,  and  (2)  provide 
ft  vohiolQ  for  communicating  honest  opinions  in  strict  confidence. 
lE^oplies  were  submitted  directly  without  review  at  supervisory 
levels  to  Coopera  & Lybrand,  an  accounting  and  management  con- 
sulting firm.  Anonymity  of  roapondento  was  maintained.  To  the 
betst  o£  our  kaow3.t:dgo  this  is  the  flcat  tltiic:  that  <\  survey  of 
tliis  typo  has  boon  condluctad. 


It  was  conaldercd  that  soliciting  tl)c  informal  opinion  } 

of  govornmont  procuromgnt  pecBonnel  aa  to  the  ovora.lt  of fostivonoas  ! 
of  DOD  profit  policy,  und  changes  needed  vfould  add  depth  and  per- 
spective to  th«  final  dotominations  of  the  Profit  ’76  Study 
Group.  The  survey  task  was  performed  under  the  guidance  and 
direction  of  the  Joint  I.ogistics  Commanders  (JIiC)  representatives. 
CAPT  Stuart  F,  Piatt,  SC,  USN  was  tasked  by  the  Director,  Profit  *76 
Study  to  be  Chairman  of  the  Jl.C  cojnmittee  ond  to  direct  this 
“in-house"  opinion  survey.  Coopers  & Lybrand  was  retained  to 
design  and  conduct  the  r»urvey  In  such  a manner*  as  to  guarantee 
ftnonytnity  to  the  respondents.  From  inception  to  completion  of  the 
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survey  entailed  approximately  a six  months  effort.  More  than 
300  questionnaires  containing  58  questions,  were  mailed  out  and 
over  200  replies  were  received.  The  typical  respondent  was  a 
civil  servant  having  over  15  years  procurement  experience.  Of 
the  respondents,  46%  currently  hold  contracting  officer  authority. 
Approximately  84%  of  those  surveyed  were  civilians  and  the  balance 
military  personnel. 

II.  METHODOLOGY 

A two-step  approach  was  developed  including  (1)  a pilot  study, 
and  (2)  the  final  survey.  The  approach  sxibmitted  by  Coopers  & 
Lybrand  and  approved  by  the  JLC  Committee  (Ex.  1'  involved  the 
following  four  sequential  actions; 

(1)  Designing  the  questionnaire 

(2)  Pilot  study  and  questionnaire  finalization 

(3)  Questionnaire  distribution,  retAirn  and  processing 

(4)  Analysis 

(a)  Design 

In  the  development  of  the  design  of  the  question- 
naire various  DOD  documents  were  reviewed  including  the 
Profit  *76  Study  Plan  and  relevant  sections  of  the 
Armed  Services  Procurement  Regulation.  The  JLC  rep- 
resentatives contributed  questions,  suggestions  and 
topic  coverages  and  Coopers  & Lybrand  developed  from 
them  a rough  questionnaire.  The  material  was  then 
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analyzed  in  detail » identified « catagorized  and 
evaluated  as  to  its  utility  towards  an  emerging  set 
of  objectives. 

Major  issues  became  discernable  and  particular 
survey  questions  appeared  first  dimly,  and  then  with 
more  clarity.  It  became  evident  that  every  nuance 
could  not  be  accommodated,  thus  priorities  were  estab- 
lished. Problems  of  ambiguity  and  overlap  v;ere  diffi- 
cult, and  required  particular  awareness,  logic,  con- 
siderable application  of  "dictionary"  sources  of  defi- 
nition, and  some  spirit  of  compromise  to  resolve. 
Gradually  a trial  questionnaire  was  developed,  and 
after  five  weeks  of  effort,  formulated  for  test. 

(b)  Pilot  Study  and  Questionnaire  Finalization 

$ 

The  JLC  Committee  selected  28  individuals  in 
procurement  assignments  to  be  recipients  of  the  Pilot 
Study  questionnaire.  These  individuals  were  asked  to: 

(1)  Complete  the  questionnaire  as  an  ordinary 
participant,  and 

(2)  Review  it  again,  and  critique  content, 
format,  and  wording. 

Fourteen  completed  test  questionnaires  were  re- 
turned with  comments,  suggestions  and  criticisms.  The 
replies  were  used  to  reform  the  questionnaire  resulting 
in  revised,  added,  and  eliminated  questions. 
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The  final  survey  questionnaire  was  developed 
Incorporating  the  experience  evolving  from  the  pilot 
test.  Pour  "Major  Issues"/  designated  earlier  by  the 
JLC  Committee  for  particular  attention  were  specifically 
organized  for  "in-depth"  analysis.  These  "Major  Issues" 
are: 

(1)  DPC  107  and  the  return-on-investroent 
concept 

(2)  Changes  in  the  competitive  base 

(3)  Application  and  effectiveness  of 
Weighted  Guidelines 

(4)  Interest  as  an  allowable  cost 

Each  of  these  major  issues  is  discussed  in  detail 
in  subsequent  portions  of  this  chapter. 
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(c)  Questionnaire  distribution,  return  and  processing 
For  this  third  phase  of  the  task,  the  JLC  Com- 

\ ^ 

mittee  developed  a list  of  312  names  from  a somewhat 
larger  list,  representative  of  the  personnel  in  the  I 

board  procurement  spectrum  of  all  three  Military  Depart- 
ments, After  verification  of  addresses  the  list  of  312  *■ 

names  was  delivered  to  Coopers  & Lybrand  for  distribution 
of  questionnaires. 


The  guarantee  of  confidentiality  became  the  para- 
mount objective  associated  with  the  handling  accorded 
the  questionnaires  as  they  were  mailed,  returned  and 
processed.  Respondents  names  did  not  appear  on  returned 
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questionnaires,  and  no  correlation  o£  replies  to 
the  mailing  list  was  attempted  nor  possible  in  a 
practical  sense.  The  Coopers  6 Lybrand  Washington 
office  was  used  as  the  single  point  for  mailing  and 
return  of  the  questionnaires. 

Of  the  312  questionnaires  mailed,  a total  of  219 
were  completed  and  returned  to  Coopers  & Lybrand.  Of 
these,  19  were  received  past  the  cut-off  date,  and  too 
late  for  inclusion  in  the  data  base  used  for  analysis. 
Thus,  200  completed  survey  questionnaries  comprise  the 
sample,  and  form  the  basis  for  the  findings.  An  analysis 
and  review  of  returns  against  personal  characteristic 
data  (not  individual  identiy)  of  the  initial  mailing 
list  indicates  that  a reasonable  cross  section  of  the 
nominated  group  was  achieved. 

The  personal  background  data  and  specific  responses 
to  the  58  questions,  by  the  200  respondents  were  ex- 
tracted from  the  completed  questionnaires  received  and 
reduced  to  computer  input.  Explanatory  comments  were 
separated  from  specific  question  responses,  accumulated 
by  question,  and  topic, and  recorded  verbatim.  To 
ensure  absolute  confidentiality  questionnaire  responses 
were  then  d.  .^oyed. 
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Computer  printouts  were  produced  tabulating 

I responses  in  four  ways,  i.e.  the  survey  group  as  a 

whole,  and  three  sub-sets  to  identify  replies  from 
™ Shipbuilding  (18)  , Aircraft  (85) , and  Missile  (68) 

programs  respondents  separately.  Most  respondents 
identified  themselves  to  more  than  one  commodity  or 
- ^ functional  area  (average  of  2).  The  data  was  carefully 

analyzed,  and  reviewed  against  the  explanatory  conunents, 
question  by  question.  The  tabulations  and  comments 
thus  derived  are  the  retained  data  base  for  the  report 
findings  and  interpretations  that  are  discussed  in  this 
chapter.  The  58  survey  questions  and  the  statistical 
distribution  of  answers  from  the  200  respondents  are 

j 

! appended  to  the  Chapter  as  Exhibit  II, 


III.  SURVEY  FINDINGS 


An  analysis  of  the • responses  revealed  several  general 
attitudes  worth  noting: 


j (i)  The  procurement  community  desires  some  policy 'Changes. 

i 

» 

(2)  They  have  strongly  held  feelings  regarding  many 
matters  in  the  procurement  process. 

(3)  .It  is  difficult  to  implement  changes  in  the  procure- 
ment community 

(4)  The  increased  number  of  negotiated  procurements  and 
the  reduced  competition  base  are  perceived  to  be 
caused  by  the  increasingly  technical  complex 
nature  of  procurements. 

(5)  Industry  is  viewed  as  an  adversary. 
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(6)  Keeping  profits  down  is  viewed  as  a policy 
objective. 

(7)  Contractor  investment  should  receive  wore  con* 
sideration. 

(8)  Allowability  of  an  interest  expense  factor  is 
highly  acceptable. 


I - 


A review  of  the  explanatory  comments  further  revealed  that 
improxed  policies,  better  performance,  and  a more  open  relation- 
ship with  industry  emerged  as  sincere  and  unanimous  objectives. 


Each  of  the  58  questions  provided  a choice  of  five  possible 
responses : 


) 


(1) 

Strongly  d5  sagree 

(2) 

Disagree 

(3) 

Neither  agree  nor 

disagree 

<4) 

Agree 

I 

i 

i 

(5) 

Strongly  agree 

1 

The 

percentage  response 

to  disagree  and  agree  only,  are  | 

shown  in  the  text,  however.  Exhibit  II  reflects  the  five 
categories  for  each  question. 


Two  observations,  worthy  of  note,  are  evident  from  the 
statistical  survey  itself: 

(1)  Sixty-eight  percent  of  the  respondents  agreed  that 
the  survey  was  worthwhile. 


(2)  There  are  deep  divisions  of  opinion  on  the  issues. 

In  26  of  58  questions  (45%)  , more  respondents  both 
agreed  and  disagreed  then  checked  the  "neither  agree 
or  disagree"  choice. 
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When  asked  about  profits  the  respondents  gave  these 
opinions : 


DISAGREE 

AGREE 

The  system  puts  much  pressure  on 
contracting  officers  to  keep 
profits  down.  (Q.23) 

26% 

59% 

Profits  should  be  allowed  on 
escalation  under  economic  price 
adjustment  clauses  (Q.25) 

57% 

32% 

Profits  and  defense  business 
should  be  less  than  on  commercial 
business.  (0.22) 

49% 

30% 

Plainly,  these  questions  and  corollary  comments  reveal  that  pro- 
curement personnel  see  themselves  in  a system  whose  goal  is  the 
control  and/or  reduction  of  negotiated  profit.  Many  coniments 
indicate  that  this  is  justified  because  public  funds  are  involved. 


Several  questions  led  to  answers  revealing  broad  attitudes 
of  procurement  personnel  towards  the  industry  segments  they  are 
confronting  regularly: 


1 

DISAGREE 

AGREE 

Profits  of  defense  contractors  are 
too  low.  (Q.15) 

40% 

26% 

(Regarding  DPC  107)  Contractors 
would  not  cooperate  with  contracting 
officials  to  make  this  program 
successful.  (Q.32) 

5% 

45% 

Contractors  include  a 'fudge  factor' 
in  their  proposals  to  allow  the 
government  to  negotiate  the  price 

downward.  (Q.39) 

Contracting  officers  frequently  see 
proposals  that  are  obvious  "buy-ins." 

7% 

74% 

(Q.41) 

2o% 

49% 

i 

I 
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As  part  of  Xong  rango  marketing 
strategy,  contractors  bid  low  on 
competitive  procurements  knowning 
they  will  lose  money  in  the  short 
run.  (Q.40) 


DISAGREE  AGREE 


obviously  the  respondents  regard  defense  contractors  as 
.adversaries  to  be  managed  and/or  controlled  at  the  bargaining 
table.  These  attitudes  are  deeply  ingrained,  and  may  present 
problems  in  attempts  to  reshape  procurement  policies  to  new  or 
different  objectives. 

Equally  strong  opinions  surfaced  concerning  some  correct 


policies  and  present  practices} 


DISAGREE  AGREE 


*•  There  are  frequently  unnecessary 
technical  or  administrative  re- 
quirements placed  in  the  contract 
that  increase  cost.  (Q.37) 

- The  current  extent  of  government 
supervision  and  control  tends  to 
reduce  contractor  efficiency.  (Q.50) 


These  views  (and  those  on  DPC  107)  suggest  that  the  current 
state  of  complex  safeguards  and  regulation  amounts  to  ovcrcontrol. 
{^oimnents  reinforcing  the  majority  position  pin-pointed  "social 
objectives'*  and  "gold  plated  specs"  as  root  causes  of  difficulty. 

A few  gu«'.stions  yielded  surprisingly  equal  but  opposite 
opinion  spreads,  as  if  to  further  emphasise  the  complexity  of  the 
subject. 


- Progress  payments  should  primarily 
be  based  on  incurred  costs. . .rather 
than  on  actual  physical  progress. 

(Q.6) 


DISAGREE  AGREE 
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DIPAGPRE  AGREE 

" Thoro  is  Xittle  direct  relationship  ” 

between  quality  or  performance  of 
product  and  levels  of  profit.  (Q.20)  37%  50% 

- In-plant  government  personnel 
frequently  increase  the  cost 
of  contract  performance  un- 
necessarily, (Q.36)  37%  43% 


« No  matter  how  acceptable  a contrac- 
tor's initital  proposal,  in  practice, 
government  efforts  are  made  to  ne- 
gotiate the  price  downward.  (Q.38)  43%  48% 

- The  type  of  contract  used  in  weapons 
acquisition  is  frequently  not  the 
most  appropriate  one  for  the  par- 
ticular type  of  procurement  (Q.42)  37%  34% 


- It  isn't  really  possible  to  measure 
accurately  the  efficiency  of  a con- 
tractor, (Q.46)  44%  44% 


It  appears  that  experienced  workers  in  the  procurement 
field  simply  can't  agree  on  the  causative  factors  affecting  many 
details  of  the  procurement  function.  This  lack  of  agreement 
supports,  with  some  emphasis,  the  thesis  that  "Procurement  is  an 
art,  not  a science",  and  poses  distinct  problems  in  the  develop- 
ment and  application  of  uniform  policy  rules.  The  'why'  behind 
the  conflicting  opinions  seems  to  indicate  the  need  for  consi- 
derable sophisticated  analysis. 


OPINIONS  ON  MAJOR  ISSUES 


This  section  briefs  the  survey  results  on  the  four  major 
procurement  issues. 


J 

I 

I 

I 
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DPC  107 


Defense  Procurement  Circular  No.  107  was  issued  as  a 
means  of  recog.nizing  the  return  on  investment  concept. 

The  concept  of  this  Circular  gives  recognition  to  the 

fact  that  business  managers  make  investment  decisions  on 

« 

the  basis  of  the  return  they  expect  to  receive.  DPG  107 
has  had  limited  implementation  and  little  apparent  success 
to  date.  The  results  of  this  survey  are; 


Question  28  asks  whether  the  return-on-investment 
concept  is  a valid  approach  to  achieving  increased 
contractor  investment.  There  is  substantial  dis- 
agreement, with  26%  considering  it  valid  and  29% 
disagreeing.  The  largest  proportion  of  people, 
42%,  neigh ter  agreed  nor  disagreed.  The  explan- 
atory comments  reveal  that  many  people  have  little 
understanding  and/or  experience  with  DPC  107. 


Survey  participants  had  an  opportunity  to  indicate 
what  the  major  problems  were  in  implementing  DPC 
107  (Questions  31  through  35).  Again,  a high  per- 
centage of  respondents,  ranging  from  25%  to  59%, 
wore  not  able  to  agree  or  disagree.  Nevertheless, 
the  following  reasons  given,  in  order  of  importance, 
are  revealing; 


DPC  107  was  too  complicated  to 
implement  at  the  working  level, 
(Q.31) 

The  directive  was  optional 
rather  than  mandatory.  (Q.35) 

Contractors  would  not  cooperate 
■with  contracting  officials  to 
make  this  program  successful. 
(Q.32) 

DPC  107  would  have  an  adverse 
profit  impact  on  major  segments 
of  industry.  (Q.33) 


DISAGREE  AGREE 


13%  . 60% 
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DISAGREE  AGREE 

• DPC  107  WAS  typically  resisted  by 
firms  having  heavily  depreciated 

plants  and  equipment.  (0.34)  3%  35^ 

A careful  reading  of  the  explanatory  comments  to  Questions 
31  through  35  provides  intere.sting  insights  into  why  par- 
ticipants responded  as  they  did.  Lack  of  success  is  attri- 
buted toj  (1)  the  optional  nature  of  the  approach,  (2) 
procedural  complexity,  (3)  failure  to  "sell"  the  concept, 
and  (4)  the  lack  of  incentive  to  contractors  with  heavily 
depreciated  plants  or  largely  government-owned  facilities  to 
participate. 

Oranges  in  Competitive  Base 

yhe  need  to  maintain  an  effective  technological  production 
base  is  fundamental  to  defense  pi*ocurement  policy.  The 
opinions  from  this  survey  show  that  procurement  personnel 
consider  that  there  is  a growing  proljlem  in  this  area. 
Fifty-one  percent  of  the  respondents  Indicated  that  they 
believe  that  there  has  been  a significant  decline  in  the 
nujnber  of  competitor  contractors  (Q.51)  ; 21%  disagreed  and 
26%  neither  agreed  nor  disagreed.  In  addition,  55%  expect 
continued  erosion  of  capacity  among  producers  with  only 
23  % disagreeing.  (Q.57). 

Assuming  a decline  in  competition,  respondents  give  the 
following,  in  order  or  importance,  as  the  major  reasons: 


i 

i 

I 

■* 
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DISAGREE 

AGHEE 

Fewer  but  more  technically  complex 
aguipmont  procurements.  (Q.53) 

10% 

04% 

Contractors  view  defense  business 

to  be  a hrgher  risk  than  commercial 
business.  (O'S*!) 

17% 

60% 

Smaller  contractors  are  dropping 
ov»t  beesnae  they  are  unable  to 
compete.  (Q.5S) 

15% 

60% 

Weighted  Guideline  profit  limi-^ 
tations  are  a major  reason  for  the 

€4% 

13% 

decline  in  competition,  (Q,52) 

Concensus  o£  the  group  is  quite  clear:  The  increasingly 

technical  and  complex  nature  of  procurements  is  the  major 
contributor  to  decreasing  competition,  however,  WGL  profit 
iimitations  wero  considered  to  have  little  to  do  with  tho 
deoreaso. 


It  is  also  important  to  note  that  survey  participants  be- 
lieve that  there  are  other  important  reasons  for  this 
decrease.  (Q.S6) . A reading  of  explanatory  con\monts 

to  Question  li6  reveals  a variety  of  reasons , including  the 
foXiowing : 


. Complexity  of  dealing  with  government;  delay 
in  payment;  red  tope,  controls. 

. Overall  reduction  in  defence  business, 

. X,ack  of  understanding  and  trust  in  goverment 
contract  terms  and  conditions, 

• Multitude  of  burdensome  legal  and  reporting 
requirements . 

, Conwercial  business  less  bothersome  and  more 
profitable, 

* Emphasis  on  sole  source  prccu'.ement. 
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i 
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Weigh tod  Guido lines 


Weighted  Guidoines  (NGU  aro  •'»  structured  approach  to  the 
dotormination  o£  profit  in  uegoti-atod  contracts.  They 
requico  consideration  of  a contractors'  financial  require- 
wente#  performance  record/  technical  and  program  risks / 
and  other  factors  such  as  source  of  funds,  capital  invest- 
mont  and  special  achievontents . These  guidelines  have  been 
in  effect  for  soma  time  and  the  survey  attempted  to  measure 
their  value  in  the  eyes  of  the  procurement  personnel. 

Several  questions  dealt  with  Weighted  Guidelines,  how  they 
are  administered,  and  how  they  affect  the  procurement  process. 


Following,  in  order  of  the  strength  of  the  opinion,  are  the 
rasponees  to  theso  questions; 


“ The  current  Weighted  Guidelines 
approach  is  sufficiently  flCKibioi 
to  provide  adequate  profits  to  the 
amjority  of  contractor c,  (Q.21) 

- Most  DOD  personnel  who  negotiate 
profit  or  foe  have  a good  under- 
standing of  WGL^  (Q,3) 

“ Weighted  Guidelines  profit  limi- 
tations are  a major  reason  for  the 
decline  in  competition.  (Q.52) 

- Contractors  would  sometimes  accept 
lower  profits  if  it  were  not  for 
Weighted  Guidelinee  policies, 

(0.24) 


DISAGREE  AGREE 

23%  G7% 

18%  ^ 66% 
64%  13% 

64%  15% 


- Contractor  capital  investment 
should  be  more  significantly 
rewarded  under  the  Weighted  Guide 
lines.  (Q.30) 


13% 


60% 


- - -- 

^ 

- The  Weighted  duidolinea  tend  to 
depress  negotiated  contractor 
profits,  (Q, 17) 

MSAGJWE 

s<;% 

AGPEE 

25% 

~ Contractors  generally  tend  to 
question  the  same  aroas  of  WGL 
computations  (O,**) 

10% 

£1% 

The  Weighted  Guidelines  ore  used 
more  as  a crutch  to  justify  the 
final  negotiated  price,  rather 
than  as  a tool  to  develop  an  a 
appropriate  profit.  (Q.2) 

46% 

45% 

Overail,  and  with  particular  rscollection  of  past  contro- 
varsey,  Weightad  Guldalinas  get  a high  report  card. 

lM*r£REST  QM  AN  ALLOWhSLE  COST 

In  tho  last  several  years,  the  cost  of  money  has  risen 
considerably.  There  has  been  increasing  prossux'e  and  agitation 
to\<ards  an  adjustment  in  government  policy  to  recognise  intere-. t 
1X8  an  allowable  cost  of  doing  business, 

Pifty-nine  percent  of  the  group  indicated  that  they  bolievo 

tdxst  interest  expanse  should  bo  an  allowable  cost;  31%  disagreed. 

* 

Based  on  the  explanatory  consents,  many  of  those  who 
disagreed  would  be  inclined  to  agree  under  certain  circumstances 
and/or  witVx  qualifications  and  restrictions,  for  example: 

"Interest  expense  could  be  alXov\?ed  if  subject 
to  a ceiling  based  on  a ratio  (to  be  dctcr- 
roined)  of  long  term  liabilities  to  equity. 

This  would  reduce  or  stifle  any  attempt  to 
overborrow  or  build  vxp  interest  expense  between 
related  companies.” 


Hl-lb 
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On  the  subject  of  imputed  interest  on  investment  as  an 
Allowable  cost,  there  is  no  claarcut  opinion.  (Q.IO)  38% 
Agree  and  31%  disagree.  A relatively  large  number,  30%,  had 
no  opinion.  There  were  very  fev;  explanatory  comments  on  this 
subject.  It  is  possible  that  many  people  do  not  fully  under- 
stand the  c . . ept  or  its  significance.  However,  those  that 
did  responded  strongly. 


Comments  on  questions  9 and  10  are  cited  to  fully  flavor 
this  issue: 


C-9  DOD  policy  should  permit  interest  expense  to  be  an 
allovjable  cost. 

Agree 

"It  is  a real  cost  of  doing  business." 

"A  contractor  who  must  borrow  money  and 
pay  interest  should  be  allowed  to  recover 
this  cost  on  government  contracts." 

"Interest  expense  is  a fact  of  life." 

Disagree 

"If  interest  was  an  allowable  cost,  it  would 
appear  that  contractors  could  develop  a non 
cautious  attitude  toward  the  cost  of  borrowing 
money,  since  the  government  would  pay  for  it." 

'"These  items  are  legitimate  expenses,  but  would 
be  misued  if  a change  was  made." 

"A  greater  profit  should  ' allowed  if  necessary.., 
but  a company  should  reap  a greater  reward  on  its 
own  capital  than  on  borrowed  capital." 

Neither  Agree  nor  Disagree 


I 


i 


\ 


"Only  necessary  and  reasonable  interest  co.sts 
should  be  allowed." 


i 


j 

1 


i 

J 


UI-16 





"Without  Opening  another  area  to  the  bureau- 
cratic circus,  it  seems  some  easily  workable 
solution  to  this  should  be  possible." 

Q.IO  DOD  policy  should  permit  a factor  for  imputed 

interest  investment  to  be  an  allowable  cost. 

Agree 

"Or  some  method  of  measuring  and  considering 
return  on  investment." 

"As  an  alternative  to  making  interest  an 
allowable  cost." 

"The  imputed  rate  of  the  contractor's  invest- 
ment of  his  assets  is  a legitimate  cost  of 
doing  business . It  is  not  an  element  of 
profit  but  rather  an  element  of  cost......" 

Disagree 

"See  Q.9.  This  kind  of  interest  is  akin 
dividends  In  reverse  and  should  not  be 
allowed." 

"I  don't  object  to  actual  interest,  but  can't 
buy  imputed  interest." 

"This  sounds  good,  but  I can’t  believe  it  could 
be  made  to  work." 

Neither  Agree  nor  Disagree 

"Yes , provided  one  can  settle  on  what  imputed 
interest  is." 

"The  question  has  too  mat.j  ramifications  and 
is  part  of  the  larger  issue  posed  in  Q.9." 

"If  tnt  ' vernment  really  desires  contractors 
to  finance  some  portion  of ......  performance , 

why  should  the  government .. .stand  the  expense..?" 


While  general  agreement  seems  to  exist  as  to  the  cost 
validity  of  interest,  mistrust  of  method  is  everywhere. 
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RESPONSE  VARIATION  BY  COMMODITY 

The  tabulation  and  comparison  of responses  from  personnel 
engaged  in  Ships,  Aircraft,  and  Missile  procurement  areas  was 
marked  by  its  consistency  when  compared  with  the  norm.  In  55 
of  58  question  response  correlations  were  well  above  statistical 
expectation.  Three  responses  show  interesting  differences  of 
shipbuilding  sub-group  thought  and  „;>inion  from  aircraft  and 
missile  program  sub-groups. 

To  the  questions: 

The  Weighted  Guidelines  are  used  more  as  a crutch 
to  justify  the  final  negotiated  price,  rather  than  as 
a tool  to  develop  an  appropriate  profit.  (Q.2.) 

Only  27%  of  Ships  respondents  agreed  as  con- 
trasted to  52%  and  48%  of  Aircraft  and 
Missiles  respondents  respectively. 

Normally,  no  attempt  is  made  to  track  the  profit 
objective  to  the  profit  negotiated  and,  finally,  to  the 
actual  profit.  (Q.12). 

16%  of  Ships  respondents  agreed,  compared  to 
34%  (Aircraft)  and  45%  (Missiles) . 

The  system  puts  much  pressure  on  contracting  offices 
to  keep  profits  down.  (Q.23). 

Only  32%  of  ships  procurement  personnel  agreed, 
compared  to  64%  and  53%  in  the  Aircraft  and 
Missile  program  areas. 

While  the  above  str  •'.istical  exceptions  are  too  sketchy 
for  reliable  conclusion,  they  may  signify  different  procedural 
approaches  and  "cultural  backgrounds"  inherent  in  certain  in- 
dustry segments  that  are  worthy  of  further  investigation.  The 
case  is  partly  made  that  "Shipbuilding  is  different",  but  "Why 
it  should  be"  is  not  disclosed. 
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IV.  INTERNAL  SURVEY  OP  DOD  PROCUREMENT  PERSONNEL 


Survey  Interpretation 


It  should  be  understood  that  this  survey  and.  its  analysis 
are  based  upon  opinions  of  professional  procurement  personnel 
and  their  personal  viewpoints  of  the  process.  As  such,  these 
views  may  or  may  not  relate  directly  to  present  procurement 
policy  objectives,  or  any  specific  facts  as  known.  They  are, 
however,  representative  of  the  respondent's  experience  and  train- 
ing, and  indicative  of  current  attitudes  in  dealing  with  defense 
contractors.  These  survey  findings  represent  the  base  from  which 
any  policy  development  affecting  the  people  who  will  apply  it 
must  proceed. 

While  the  sur'/sy  participants  were  set  forth  earlier  in  this 
chapter,  it  is  worthwhile  to  reiterate  the  sample.  312  procurement 
p rsonnel  were  selected;  over  219  responded;  and  an  even  200 
detailed  replies  were  processed  as  tne  opinion  base.  These  per- 
sonnel represent  a good  cross  section  of  the  individuals  who  are 
the  practicioners  and  implementors  of  Defense  procururocnt  policy. 
The  typical  respondent  was  a career  civil  servant  in  his  i id-to- 
late  forties  with  more  than  15  years  procurement  experience. 

Several  general  attitudes  were  revealed  in  the  responses; 

(1)  The  procurement  community  desires  some  policy  changes. 

(2)  They  hold  strong  feelings  concerning  many  matters  in 
the  procurement  process. 
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(3)  Xt  is  difficult  to  bring  about  constructive  change 
and  they  are  aware  of  this. 

(4)  They  perceive  through  experience  various  undesirable 
trends  resulting  from  a continued  growth  in  coro- 

' plexity  of  technical  and  administrative  requirements. 
These  include  a reduction  in  the  competitive  base^ 
an  increasing  ratio  of  negotiated  procurements#  and 
resultant  unnecessary  cost  increases. 


Interpretation  of  the  responses  to  the  four  high-lighted 
Major  Issue  areas  revealed  significant  facts  and  emphasis  of 
great  interest  to  further  policy  development. 


By  Issue  topic  the  following  points  are  worthy  of  note: 


Defense  Procurement  Circular  107 

(1)  The  effort  to  increase  consideration  of  contractors' 
return-on-investment  failed,  perhaps  for  the  wrong 
reasons,  but  failed  nevertheless. 

(2) *.  "Too  complicated  to  use"  was  cited  as  the  rincipal 

reason  for  non-acceptance,  but  no  real  ra  onale 
invalidating  the  concept  surfaced. 

(3)  The  policy  was  optional  as  to  application,  and  neither 
government  nor  contractor  personnel  were  motivated 
sufficiently  to  take  the  trouble  to  use  it.  Comments 
indicated  little  understanding  of  the  intent  or 
mechanics. 

Xesson  Learned 


Education  and  training  are  key  to  any  further  attempts  to 
implement  this  or  any  other  policy.  This  requirement  varies 
directly  with  the  complexity  of  new  concepts  and  procedures. 


Competitive  Base 

4 

(1)  Respondents  sav;  a worsening  trend  in  Defense's  ability 
to  maintain  the  current  level  of  competitive  awards. 

(2)  Principal  cause  cited  was  "fewer  and  technically  more 
coiuplex"  procurements,  the  "only  game  in  town"  syndrome. 
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(3)  In  addition  to  the  high  cost  and  risks  involved, 

industry  complaints  reported  by  respondents  included: 

- Bothersome,  sometimes  arbitrary, 
administrative  procedures. 

~ Defense  business,  contrasted  with 
commercial  business,  is  too  risky 
and  unprofitable. 

- Prom  smaller  contractors,  inability  to 
contend  with  the  volume  and  velocity 
of  reports  and  other  requirements. 

Weighted  Guidelines 

(X)  Prom  working  level  procurement  people.  Weighted  Guide- 
lines are  adjudged  to  be  an  effective  and  satisfactory 
way  to  structure  and  determine  profit  in  negotiated 
contracts. 

(2)  The  only  significant  weakness  cited  is  the  failure 
to  reward  contx actors ' capital  investment  more  sub- 
stantialy . 

Interest  as  an  Allowable  Cost 

(1)  There  was  (surprising)  support  for  the  concept  of 
allowing  a cost  factor  for  interest  expense. 

(2)  Even  those  who  opposed  the  allowance  did  so  on  the 
basis  of  possible  procedural  abuses,  rather  than 
opposing  the  concept  itself. 

(3)  The  allowance  of  imputed  interest  yeilded  no  clear 
cut  opinion,  and  appeared  to  be  not  understood,  or 
misunderstood,  by  many  respondents. 


CONCLUSIONS; 

Prom  the  multitude  of  survey  responses  reviewed,  it  was  most 
evident  that  the  procurement  community  felt  strongly  about  many 
things,  were  split  in  even  these  strong  opinions,  and  were  able 
to  articulate  their  opinions.  Their  responses  are  useful,  though 
clear-cut  conclusions  do  not  necessarily  follow.  These,  however, 
are  evident; 


i 

i 

i 


I 


s 
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(1)  iL'he  DOD  procurement  professionals  view  industry  as 
an  adversary. 

(2)  These  practioners  consider  the  reduction  of  profits 
to  be  a basic  directive. 

(3)  Subject  to  the  above,  the  work  force  believes  in 
"Quality  products#  delivered  on  time,  at  reasonable 
prices". 

Whether  these  attitudes  and  underlying  motivations  are 
indicative  of  the  most  desirable  state  of  affairs  is  largely 
a question  of  "How  refined  an  assessment  of  policy  is  required?" 
A strong  case  can  be  made,  backed  credibly  by  the  results  of 
this  survey,  that  the  DOD  procurement  professional  came  by  his 
attitudes  honestly,  and  by  perservering  attention  to  his  trade, 
with  full  awareness  of  the  complex  web  of  laws,  regulations  and 
admistrative  instructions  provided  for  his  conduct.  If  a change 
in  his  priorities  or  basic  attitudes  is  necessary,  the  para- 
meters of  the  task  arc  quite  apparent.  Successful  reorientation, 
however  slight,  will  require  a careful  refinement  of  policy 
objectives  and  recognition  of  the  considerable  training  and  edu- 
cation lead  times  involved. 


Ill- 22 


Exhibit  1 


JOINT  LOGISTIC  COMMANDERS  COMMITTEE 


Director 

Capt,  Stuart  p.  Platt  sc  OSN 
Naval  Material  Command 

Members 

Mr.  Curtis  Stevenson 
Army  Material  Command 
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Mr.  Pete  A.  Bryan 

Air  Force  Systems  Coiw\\and 

Mr.  Thomas  A.  Brown 

Air  Force  Logistics  Command 

Mr.  Joe  Gallagher 
Naval  Material  Command 
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Chapter  IV 


The  Defense  Industry: 

Some  Perspectives  from 
The  Financial  Community 


By  James  K.  Brown 
and  George  S.  Stothoff 


Recognizing  that  the  ability  of  contractors  to  undertake  capital 
investment  often  depends  upon  the  availability  of  credit  funding,  and 
sources  of  it,  the  Study  Director  of  Profit  '76  invited  the  Conference 
Board  to  particiapte  in  the  study,  under  the  guidance  of  the  Logistics 
Management  Institute,  to  look  at  the  attitudes  and  perspectives  of 
commercial  lenders  as  regards  defense  contractors.  This  is  the 
Conferenc:  Board's  report.  The  Study  Team  wishes  to  express  Its 
appreciation  to  the  Board  for  permission  to  reprint  and  incorporate 
their  report  herewith. 
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Foreword 


v>OMnTIM{'S.  IN  lookinu  at  economic  treiuls, 
we  I’otgei  titat  behind  all  those  neat  figures, 
charts  and  graphs  are  live  men  and  women 
negotiating  with  one  another,  making  choices, 
rc  cliing  decisions,  and  completing  transactions. 
In  the  business  world,  the  actors  niake  their 
choices  and  reach  tlieir  decisions  for  the  most 
part  with  an  eye  to  the  economic  consequences 
of  their  acts  - investment  risks,  efiect  on  sales, 
cost  results,  and  profit  outcomes.  While  die 
economic  bases  of  business  decisions  are  well 
understood,  the  actual  process  by  which  eoo^ 
iiomic  factors  are  wciglied  and  decisions 
reached  is  not.  What  information  do  business 
executives  regard  as  imporUmt?  How  do  they  go 
about  obtaining  that  information'?  How  do  they 
weigli  the  evidence?  To  what  extent  are  they 
guided  by  a kind  of  collective  wisdom  which 
emerges  in  various  segments  of  the  business 
community'? 

The  Conference  Board  has  been  inteiested  for 
some  time  in  undertukina  studies  of  the  decision 
process  in  bustness.  It  was,  therefore  with 
considerable  favor  tliat  the  Board  received  a 
request  from  tlu  Logistics  Management  Institute 
of  Washington,  ILC.,  a consulting  organization 
that  is  associated  with  the  Office  of  the 
Secretary  of  Defc  isc,  to  launch  a study  on  tlie 
decision  making  of  bankers  and  others  in  the 
fimmcial  worUl  with  respect  to  the  financing  of 
prime  contractors  and  subcontractors  for  the 
Department  of  Defense. 

■fhe  study  proposed  by  the  Logistics  Miinage- 
ment  Institute  fitted  into  a larger  study  under- 
taken  by  the  nepartment  of  Defense  of  its  profit 
policy  and  changes  required  in  this  policy  to 
strengthen  defense  contractors  and  reduce  the 
cost  of  systems  and  hardware  essential  to 
naUoti.i  siciV.isf  ConforiMice  Board's 

portion  of  the  larger  study  was  mined  «i 
determining  the  perspectives  of  commercial 
bankers,  investment  bankers,  corporate  tending 
officers  of  life  insurance  companies,  rating 
service  analysts,  and  <iqic  accountants  toward 


defense  contractors.  More  specifically,  how  do 
the  bunkers  and  others  weigh  various  factors  in 
reaching  decisions  about  financing  these  firms'? 
What  is  the  relative  availability  of  capital  in  the 
rmuncial  oommimity  to  them  compared  with 
commercially — oriented  enterprises?  Whut 

changes  hi  Dopanmeiit  of  Defense  policies  uiid 
regulations  would,  in  liie  opinion  of  fitiaiiolal 
iiistitut  on  executives,  make  linniicing  mote 
nvuilable  to  defense  contractors? 

While  the  Logistics  Mmiiigcmeiit  Institute 
supported  this  study  rmaiieially  and  participated 
ill  its  initial  planning,  I'lie  Coiifeteiice  Board  was 
solely  responsible  for  the  choice  of  respondents, 
the  conduct  of  iiUers’icws,  the  analysis  of  hifor- 
iiiatioii  giitlvercd,  and  tlie  preparation  of  the 
report.  The  opinions  expressed  in  those  pages, 
however,  arc  those  of  the  study  participants.  In 
accordance  with  its  tniditioiuil  policy, 'I'lie  Con- 
ference Board  does  not  advocate  speoific  policy 
positions. 

We  wish  to  express  our  appreciation  to  the  56 
study  participimts  foi  ilieir  tl'.yiiglitru! 
coninients  ami  for  the  lime  they  made  available 
for  this  inquiry.  We  iiri  piirtieularly  indebted  to 
10  of  them  who  reviewed  earlier  drafts  of  the 
munuscript.  Because  the  inlerviows  were  all 
off-thc-record.  ihe  participants  cannot  be  iden- 
tified here. 

We  also  wish  to  thank  the  Logistics  Manage- 
ment Institute  for  its  finuiKiiil  support  and 
initial  encouragement  to  uiuicrtiike  ihe  study. 

The  suivey  was  c.irried  out  and  the  report 
written  by  James  K.  Brown,  Director,  M.magc- 
ment  Planning  and  S stems  Research,  and 
George  S Siolhoff,  Senior  Research  Associate. 
Other  iiiembers  of  the  Board’s  Management 
Research  Division  who  participated  at  various 
stages  were  Rochelle  O'C'onnor.  David  I Fislior, 
fiuiu'K  j.  D.i.cy,  and  V'o,-i-ni  G Massaro. 


DANMDG.  MOORH 
Acting  J’residmt 
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OofAj'ise  Contractor  Definad 


a(pi>«matn  with  the  Lo^stics  Managenv^nt 
■ii»tirjt»  • defense  contractor  in  this  survey 

i»  understood  to  mean  a priine  contractor  or 
subcontractor  that  (1)  manufactures  harc^are 
and  systems,  or  compcner.ts  thereof,  that  are  of 
crucial  importance  to  the  Department  of  Defense, 
on  a negotiated  contract  basis,  and  (2)  has  such  a 
substantial  proportion  of  its  facilities  and  expertise 
dedicated  to  the  defense  market  that  its  fortunes 
are  significantly  affected  by  OoD  procurement 
policias  and  practices.  By  the  second  criterion  the 
General  Electric  Company,  for  example,  is  not  a 
defense  contractor,  though  it  stood  fifth  in  dollar 
volume  cf  bustrtess  with  DoD  in  t974,  because 


only  about  10  percent  of  its  business  fs  with  DoD. 

In  the  context  of  vMs  survey  there  we  two 
other  salient  characteristics  of  subcontractors. 
They  are  firms  that  (1)  an  significdwttly  smaller 
than  irisjor  primes,  and  (2)  are  not  thetnssivss 
engaged  in  prime  contracting.  Excluding  large 
companies  like  Northrop  that  act  as  primes  on 
some  contracts,  and  suba  on  othen,  this  re- 
finement in  definitioTi  has  been  adop*ed  In  order 
to  test  the  apprehension  voiced  by  some  OoD 
officials  that  it  is  the  smaller  second-  and  third-tier 
companies  in  the  defense  industry  base  that  are 
particularly  vulnerable  to  financial  distress,  iitdeed 
even  to  failure. 


THE  CONFERENCE  BOARD 


Findings  in  Brief  and  Design  of  the  Survey 


i ll>’  Slil’l’l  11  RS  vtl  liimis  to  ilcicnso  con- 
(r.K  toi'i  tluit  I'ul  I'll  ami  liillill  iicfiotiateil  con- 
iKKts  lot  the  production  ol  military  systems  and 
li.irdware  ar  • worried  about  this  vital  sei’ment  ol 
the  deteiise  industry  This  is  the  lundamental 
messape  emerpinp  trom  interviews  with  5b  iinan- 
eiai-institution  executives  conducted  by  The 
C imt'ereiicc  Board.  In  brief,  the  chiel  problems 
alfectinp  these  defense  contractors,  as  seen  by 
executives  in  major  commerciai  baiiks.  life  in- 
surance companies,  investment  banking  firms, 
rating  services,  and  a public  accounting  firm, 
a'e: 

1 As  compared  with  the  profits  of  industries 
ori'-nted  to  commercial  markets,  defense- 
contractor  profits  are  too  low  for  the  risks 
defense  contractors  face  and  for  tlteir  long-term 
vv.bility.  (The  figures  in  Table  1 on  page  3 offe>’ 
rough  confirmation  ol  this  point  for  the  aero- 
space industry  vis-a-vis  425  industrial  concerns 
for  the  period  1965-1^)74  rough  because  the 
aerospace  industry,  like  other  segments  of  the 
d ’fensc  industry,  is  composed  of  companies  that 
also  participate,  to  a greater  or  lesser' extent, 
in  domestic  commercial  markets  and  in  foreign 
markets.) 

2.  Uncertainty  is  the  principal  risk  perceived 
by  the  survey  participants  uncertainty  per 
taining  both  to  the  fulfillment  of  present  con- 
tracts and  the  winning  of  future  contracts. 

3.  Other  negatives  associated  with  defense 
contractors  by  those  surveyed  include: 

. Limited  product  lines  and  overreliance  on  a 
single  customer 

• Past  beliavior  of  some  contractois  specifi- 
cally. tlieir  propensity  to  “buy  in."  and  poor 
management  practices 

. Ceri;jin  Department  o*  Defense  (DoD) 
policies,  procurement  regulations  and  tactics, 
and  administrative  practices  that  have  untoward 
,.  ,,M  defense  contractors  for  example, 

excessive  management  and  policy  changes,  a 
propensity  to  alter  specifications  in  niid- 


contracl.  adoi'lion  ol  an  .idversary  postiiic 
tv'ward  suppliers 

• I be  perhaps  inevitable  but  nonetheless  deploi 
able  injection  (»f  politics  into  defense  contracting 

4.  Subcontractors  (subs)  are  thouglit  to  be  in 
more  parlous  circumstances  than  the  major 
prime  contractors  (primes). 

Unless  these  prob'ems  can  be  reduced,  if  not 
eliminated,  the  delense  industry  is  likely  to  fi 'd 
it  increasingly  difficult  to  secure  both  the 
short-term  and  long-term  financing  it  requires 
especially  if.  as  some  respondents  believe,  the 
U.S.  economy  encounters  a severe  shortage  of 
capital  in  the  next  decade. 

Remedies  Suggested  by  Financial  Executives 

There  are  a number  of  corrective  steps  DoD 
can  take,  either  on  its  own  or  througl)  rec- 
ommendations to  Congress  for  legislation,  that 
would  bolster  defense  contractors'  stature  in  the 
eyes  of  financial-institution  executives.  Two 
such  steps,  of  course,  would  be  to  make  sure 
that  the  industry  is  adequately  rewarded  and 
that  a better  balance  between  risks  and  rewards 
is  struck  in  defense  contracting.  More  specific 
recommendations 

1 . Better  procurement  planning  by  DoD. 

2.  A more  benign  and  realistic  contracting 
posture  by  DoD. 

3.  Replacement  of  annual  funding  of  defense 
programs  by  longer-term  commitments. 

4.  Prompter  and  more  equitable  resolutions 
ol  disputes  over  claims  for  excess  costs  incurred 
in  the  fulfillment  of  contracts. 

5.  Inclusion  of  interest  costs  in  the  com- 
putation of  contractor  costs. 

If  these  steps  are  not  taken,  or  prove  to  be 
ineffective,  the  consensus  of  those  interviewed 
was  that  the  government  may  have  to  provide 
equipir^id  and/or  financing  to  defense  con- 
tractors in  the  future. 
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Capital  Shortage 

0i\  this  issik'  the  views  of  the  study  partic- 
ipants cover  a broad  spectrum.  But  there  was  a 
consensus  that  can  be  put  in  the  lorni  of  a 
syllogism; 

1.  Whenever  capital  is  scarce,  less  desirable 
credit  risks  have  a toupli  time  in  securing  outside 
financing, 

2.  nel'ense  ct^ntractors  are  perce  ved  as  less 
attractive  risks  among  the  corporate  clients  of 
banks  and  other  financial  institutions. 

3.  Therefore,  defense  contractors  will  find  it 
hard  to  raise  money  if  a capital  shoitage 
develops  or  if  they  can  raise  it,  it  will  be  at 
high  cost. 

The  Study  Participants 

Tlie  tabulation  below  shows  the  number  and 
distribution  by  types  of  institution  of  executives 
interviewed  during  this  investigation. 


Institution 

Number 

Participating 

Number  of 

Executives 

Interviewed 

Commercial  banks  . 

22 

34 

Life  insurance 

companies  .... 

5 

11 

Investmen'  banking 

firms 

4 

4 

Rating  services  . . . 

2 

5 

Public  accounting 

firms 

1 

2 

34 

56 

The  22  commerci:;'.  banks  are  headquartered 
in  New  York  City,  Philadelphia,  Chicago,  St. 
Louis,  Dallas,  Fort  Worth.  Los  Angeles,  and  the 
San  Francisco  Bay  area.  The  geographical  dis- 
tribution of  these  institutions  was  in  consonance 
with  the  LMFs  and  The  Conference  Board’s 
agreement  that  it  would  be  desirable  to  have 
represented  in  the  study  a mix  of  leading  banks 
that  are  headquartered  in  several  major  financial 
centers,  and  whose  defense-contractor  financing 


is  concentrated  among  the  biggest  primes,  and 
banks  in  other  'areas,  notably  Los  Angeles  and 
Dallas-Fort  Worth,  which  are  involved  in  financ- 
ing subcontructOjfs  as  well  as.  in  almost  all  cases, 
primes.  Interviews  were  arranged  with  officers  at 
the  executive  vice-presidential,  senior  vice- 
presidential,  or  vice-presidential  levels.  Some  of 
these  primary  respondents  asked  colleagues  to 
participate  in  the  interviews. 

The  life  insurance  companies,  investment 
banking  firms,  and  rating  services  all  are  head- 
quartered in  the  New  York  City  area,  and  at 
their  headquarters  offices  the  interviews  took 
place.  The  nublic  accounting  firm  has  offices  in 
a number  of  major  cities;  one  interview  v.'as 
conducted  with  a New  York  City-based  partner 
and  the  other  with  a Los  Angeles-based  partner. 

The  five  insurance  companies  represented  in 
the  survey  are  among  the  largest,  in  terms  of 
assets,  in  the  United  States.  As  the  discussion  of 
these  concerns  in  the  section  on  life  insurance 
indicates,  it  is  the  major  companies  that  do  the 
bulk  of  the  industry’s  corporate  financin The 
executives  whose  views  were  solicited  all  were 
of  vice-presidential  rank.  Again,  some  had 
colleagues  join  the  interviews. 

The  investment  banking  firms  included  four 
of  the  top  nine  as  measured  by  1974  dollar 
volume  of  underwritings.  Vice  presidents  or 
partners  with  responsibility  for  corporate  fi- 
nancing were  the  core  respondent  group. 

Soon  after  the  field  work  began,  it  became 
evident  that  the  survey  base  ought  to  be 
broadened  to  include  two  of  the  recogni'/.ed 
rating  services  and  a public  accounting  firm  with 
a number  of  clients  heavily  engaged  in  defense 
work.  At  each  of  the  rating  services  the  survey 
participants  included  a vice  president  with  re- 
sponsibilities for  debt  financing  issues,  plus  one 
or  more  junior  colleagues.  The  two  partners  of 
the  accounting  firm  were  persons  suggested  by  a 
banker. 

Substance  of  the  Interviews 

The  interviews  were  conducted  from  mid- 
September  through  December.  1975  - most  of 
them  in  the  six  weeks  from  mid-October  until 
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Table  1:  Comparative  Financial  Data:  425  Industrials  and  the  Aerospace  Industry,  1965-1974 


A.  Profit  Marqint  on  Sales' 

Composite  Dtto^ 

42S 

Industrials Aarospaca 


19?'*  15,4  7.1 

1973 15.8  6.9 

1972  15.0  6.6 

1971 14.6  5.2 

1970  14.5  5.1 

1969 15.4  6.5 

1968  15.8  6.4 

1967  15.6  6.1 

1966  16.4  6.6 

1965  16.2  7.7 


B.  Net  Income  (as  a percentage  of  sales) 

Composite  Data^ 

425 

Industrials Aerospace 


1974  . . 5.3  2.5 

1973  6.0  2.6 

1972  5.3  1.8 

1971  5.0  1.1 

1970  5.0  1.0 

1969  5.7  1.5 

1968  6.1  2.4 

1967  6.1  2.2 

1966  6.6  2.7 

1965  6.8  3.1 


C,  Price/Earnings  Ratios 
Cofnposite  Data^ 

V 

i Aarospaca  P/i 

425  as  Percent  oi 

Industrials  Aarospaca  Industrials  P/i 


High 

Low 

High 

Low 

High 

Low 

1974 . . . 

..  11.6 

7.2 

5.5 

3.9 

47.4 

54. 

1973  . . . 

15.1 

11.6 

8.1 

4.8 

53.6 

41. 

1972  . . . 

19.6 

16.5 

15.6 

13.2 

79.6 

80.1 

1971  . . . 

..  19.4 

16.6 

21.9 

15.8 

112.9 

95.; 

1970... 

19.0 

14.0 

20.3 

11.3 

106.8 

80.; 

1969  . . . 

19.0 

16.0 

24.1 

13.0 

126.8 

81 .: 

1968  . . . 

19.2 

15.4 

15.9 

13.2 

82.8 

85.; 

1967 . . . 

18.9 

15.2 

22.3 

15.4 

118.0 

101.: 

1966 . . . 

17.1 

13.3 

18.5 

12.0 

108.2 

90  .£ 

1965  . . . 

17.9 

15.7 

16.1 

9.1 

84.4 

58  .C 

' Operating  income  is  usually  the  balance  left  from  sales  afte 
deducting  operating  costs,  selling,  general  and  administrativn 
expenses,  local  and  state  taxes,  provison  for  bad  debts  ani 
pensions;  but  before  other  income  and  before  deductin 
depreciation  charges,  debt  service  charges  if  any,  federal  taxet 
and  any  special  reserves. 

^ Based  on  Standard  & Poor’s  Industry  Group  Stock  Pric 
Indexes. 

Source:  Adapted  from  Standard  & Poor’s  Industry  Surveyi 
Aerospace,  October  30,  1975,  pp.  A-33,  A-34,  and  A-3! 
Copyright,  1975,  Standard  ft  Poor’s  Corporation,  The  42 
industrials  include  the  8 firms  that  make  up  the  aerospac 
industry  in  this  comparison. 


the  end  of  November,  Although  they  were 
predicated  on  a number  of  broad  questions, 
most  of  them  were  fairly  unstructured  in  the 
sense  that  no  written  questionnaire  was  used  and 
that  the  respondents  were  encouraged  to  discuss 
what  they  considered  to  be  the  key  issues  and 
problems  regarding  defense  contractors  and  their 
relationship  with  the  Department  of  Defense. 
Tlic  last  interviews,  though,  focused  on  points 
that  earlier  interviews  had  shown  to  need  clarifi- 
cation and  amplification. 

The  interviews  with  the  accounting  firm 
partners  naturally  concentrated  on  accounting- 
oriented  topics.  The  interviews  with  the  repre- 
sentatives of  banks,  life  insurance  companies. 


investment  banking  firms,  and  rating  service 
generally  followed  this  pattern: 

• The  institution’s  involvement  in  corporate  f 
nancing  in  general  and  defense-contractor  finani 
ing  in  particular  (forms  of  financing,  interni 
organization,  participation  in  consortia,  etc. 

• The  basic  criteria  used  to  appraise  candi 
dates  for  corporate  financing. 

• Defense  contractors’  standing  with  respec 
to  these  criteria  (if  relevant,  a comparison  o 
current  opinion  with  that  of  several  years  agi 
was  obtained). 

• Specific  problems  associated  with  defens 
contractors. 


FINDINGS  IN  BRIEF  AND  DESIGN  OF  THE  SURVEY 


j i ::i  ,i  ?lri:||. 


Commerciaf  Banks 


Bank  CKCrunvi  S have  proved  to  be  the 
core  respomlent  grtii.p  for  thii  study  ! o»  one 
liiintL  liaok«  nw  t!ie  key  insflttmoo*  lof  fi- 
nmictng  defense  coniraclon  " the  only  realtstte 
private  mitsiiJc  runding  source  fct  Uiem,  dcvurd’ 
log  to  viitually  all  ilic  cwcuiurs  vuiveyed  both 
within  diul  uiitsiilv  this  Iratciuitv  Delt  ic 

contractor  rinancinn  needs  are  ty  pit  ally  nruMeJ 
toward  wofkmft  capit.il  - to  nn.inte  (nvenior*  > 
aiuh  to  d lesser  estent.  aicmnls  teucivable 
and  fiiiniliiiM  these  noeds  is  the  wiierahle 
fimcllon  ot  banks,  wIikIi.  in  line  willi  the 
I’haniclef  of  their  obllginliins,  liuvx  a relattvxdy 
short'ierni  lemling  hori/on  !‘urihermnir  m 
•iirniite  toiiipanus  aiul  iiisTstiiicnt  lianKiiig  iiiitis 
div  vhitiy  dhout  providing  m .iruiigiiig  longer 
term  debt  UtiAiH'ing  or  v*\)iiily  linaiuing  tor 
defenip  conlrnetors,  as  will  be  e>i plained  later, 
tills  roliiciaiive  has  added  to  Itie  buiden  of 
rk'fensc-CQolraelor  foiam.ina  liiiit  has  lahen  vin 
banks 

ihe  soeond  reason  that  bank  cvemttves 
OkCupv  4 utitul  plau-  in  ihestodj  grows  omi  «.>l 
the  RrsI  yiute  ap.irl  from  ilefeiisv  (luiusity 
e.s|seriente  some  ot  dnm  ba\r  broujitu  t\i  tiieit 
present  posts,  this  group  ot  respondents  i'  is  .1 
whole,  ss'iy  knowU-vigeable  alwwit  ihe  iiwlustry 
tallhiuigli  sKVfiiil  insisted  that  a good  many 
I'iiiikefTi  do  not  uiiderslaiid  detense  itiiui.uinigl 
It  IS  not  jiisl  .1  niatter  ot  te.iining  the  s.iheni 
debnls  i>f  Its  lu'golialvd  ssmtr.uis  in  evahi.iimg  1 
hii.nieing  p10pos.1l  hy  a deleiisv  «untt.i. loi 
I’lavtitally  eveiy  banker  respomleiii  li.o  gamest 
added  f’limlidtity  sviih  ttu’  mtfit.uios  ot  these 
eonttasts  is  a result  of  one  vheni  ot  atioiher 
oiitmoji  mill  dilto  uliies  m lullillmg  llieot  1 I tie 
best  li.tming  for  a liiali  ollber."  one  ti.mkel 
leiiutked,  "0  a loan  01  liont'le  "1  'suite  iiiii,  li 
hnaniing  ol  the  largest  tlelense  voninti.irs  is 
done  III  voiisorliion.  lortlienmiri’.  iiieie  i\  mn 
snier.ilile  esvhaiige  ol  tiiloiiiialiiiii  ainong  tin- 
oIlKor’s  ol  \aiioo'  banks  wlm  ssnik  willi  ihtiits 
that  lia't  oig.Hii.'ed  itw'e  toiisorli.i  thus  ,0 
hankers  diMiiss  then  es|aTiente  wiili  a'uj  oiit- 


lonk  for  defense  nintt.ii  tors  thes  allode  to 
spcvilli  pfoblenis  Ihetr  . Ilei.ii  have  envoonlercd, 
to  jperiric  pmvisians  ol  lire  Armed  Scrvives 
Procurement  He|ulnlinns.  and  somelnun  to 
sfreeiAv  negotiations  involvhig  ltientB,'Uev,  llieir 

henis.  and  l)uU  piotuiemvnl  iiflitials 

Bank  Ftnendng  and  How  II  U Orgaivirod 

liisiiifKally,  when  in  need  of  b.siik  iiri.ii)=:ing, 
It'pipiablv  ti'rpiifations  Irot  n>ua!l\  reln-il  im 
Ihe  iinsctnicii  line  ol  ticilil.  wliiLh  plovidts  b>i 
"takedowns."  norinully  in  the  lorin  ol  oiHlay 
nulcs.  Ml  aniounis  and  at  iniies  to  suit  the 
l>umissing  sOI|>oiaiion  s lonveiiieiue  >\  bank 
1 an  I aiui'l  a line  ol  iieilil  il  it  so  ilesiies. 
.ihluiugli  III  praslwe  this  rarels  lij|»pi’Ms  On  ihe 
other  hand  a 'tUnlay  note  under  a uedlt  line  sail 
be  "rollcil  over  ’ or  esietuled  and  ofis’n  is 

ttlvn'-'-’  ib'-'  term  ‘eM'iHU'oii"  ..ivdiO 

l ess  tredll  ivoithy  iOHi|ianii-s  as  well  as 
ptiiiie-lisk  vi-*ri>orjlions  wiili  bc.ivs  tinaimng 
ivipiiivineiits.  often  lomi  ilire  iheii  tiank  sisnlit 
lilies  thisuiu.h  iwolving  V redd  uiueemeiits  liaise 
agivenieills  or  iioiisaniellable  voiilinvts  ate 
IV  pis  ally  entered  into  for  Iwsi  01  (|iro«'^Vs‘ar 
peinnls  I be  ilu  iu  p.ivs  a toiiimoiiu-iH  tv  s lot  a 
revolvinu  vredii,  .out.  it  it  is  not  a pnine  lok.  it 
nitiy  also  pledge  its  resOiv.d'U's  and  m t'l 
svinoris's  •ssvsimly 

III  addiliiiii  to  iiedil  lines  .nul  itvolvuig  viedil 
.igieeiiienls  Ivinks  .ibo  esteiul  linaiKinp  ini.ioi 
■>ltii.  tiiis’d  ttiiii  loans  t ii'ner.illy , mkIi  loans  1 I 1 
exteiul  till  seven  1*1  eiglit  yeais.  tJi  eiii.il  tlic 
biMiower's  drawing  down  the  toll  jinonni  .0  the 

l■■•l^s  i ,iii,!  i si  I'.iovitlv'  lilt  is'|M I trirtii  ,0  -.lit' 
■il.iled  inieiv.ils  In  ni.iiis  iiist.(iK><\  leiolving 
ilvibr  .iiiieeiiieiits  ,ne  eombiii'd  vsitb  or  san  t'e 
sonveiied  iiUo  term  Ui.nis 

ri.iiiks  .l(■^'l''vs  i.'.iiis  *ii  .*..■11.  ...1  ..  ...... 

pans  bs  sO(  .|ii,ns  s.lnatnni  lis  Mtn  ilion  Ii.ims 
.illlioiiglt  1 Itiil  tins  Is  tio;,.  i.l  till'  ..Milesl  ol  ,i.i 
iivet.ill  design  As  one  bailki  l i s|il.iillid  II 

■|  .Is  II  liMiOing  liiiil  lias  a senes  ol  oli|ei  iivi  s .nul 
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III  .iiai  il'  Jli. Jilllfl.l : ilii,  „ I'liiiii^i'liiaHi  j illnimiiiJiiimi' 


within  tliis  framework  titc  head  of  the  unit  is 
free  to  seek  business  from  clients  he  detenmnes 
oflcr  tlie  least  risk."  Though  one  does  not 
encounter  explicit  policies  setting  defense- 
contractor  financing  as  a not-to-he-exceeded 
portion  of  a bank’s  total  loan  portfolio,  each 
bank  typically  seeks  a varied  iiu.\  of  businesses 
tn  its  clientele  and  sets  a ceiling  on  the  dollar 
amount  it  will  lend  to  a single  cuitomcr  In 
taking  on  a corporate  client,  a bank,  of  course, 
hopes  to  develop  a lavorable  long-term  relation- 
ship with  that  client.  A corollary  point  made  by 
several  bankers  is  that  a bank  has  to  be  wiiting  to 
stand  by  a client  during  its  periods  of  .idversiiy 
as  'veil  as  its  periods  of  prospentj  providing, 
of  course,  the  bank  retains  confidence  in  the 
client's  management  and  believes  it  i.s  adequately 
informed  about  the  client’s  affairs 

The  usual  bank  orgaiii/alioiial  arrangeinei.t 
for  corporate  lending  is  geographic.  I bus  one 
often  finds  meiropolilan.  national  and  inter 
national  lending  divisions  m a bank  For  an  Fast 
Coast  bank,  for  example,  the  national  division 
(or  its  western  sub-unni  would  be  responsible 
for  California-based  aerospace  ?miis.  Some  ot 
the  largcsi  banks,  however,  have  developed 
special  lending  units  for  complo.s  industries  wnh 
heavy  financing  demands  - e.g..  aerospace  and 
ludines  utilities,  retail  establislin'eiiis.  and 
ciWgy  companies.  At  least  one  such  ha..k  h.is 
orgaiiizeti  its  entire  corporate  leiuling  program 
on  an  industry  basis. 

It  is  true  (hat  there  is  pronounced  conceu- 
triition  of  major  prime  contractor  fin.incing 
among  tlie  biggest  banks.  One  icspuiident  es- 
timates that  l-S  banks  in  New  'fork  City. 
Chicago  and  California  do  ^0  percent  ol  such 
fiiia.'icitig.  'Die  reasons  for  tliis  concentration: 

1.  Until  after  World  War  !I  only  the  largest 
banks  were  significantly  engaged  in  corporate 
financing. 

2.  As  a result,  the  big  banks  have  long- 
■ ding  rclationsliips  with  major  comp.imes. 

• •iikUji’ig  defense  contractors.  tOtlier  banks, 
th  )ugn,  1 -ivc  been  developing  sucli  relatioiislups.) 

As  already  suggested,  consortium  financing  by 


banks  IS  the  rule,  not  tire  exception,  for  the 
biggest  dcfeiise  contractors,  as  well  as  for  very 
l.irge  cuiiipanies  in  other  industries.  This  is  a 
product  oJ  evotiitioii  over  time.  Like  other 
major  corj'omte  borrowers,  defense  contractors 
have  wanted  to  deal  with  several  banks  for 
safety’s  s.akc  and  to  promote  competition  bene- 
Gaal  to  them  among  their  banks.  As  the 
Hnancing  rvqniaMucms  of  defense  contractors 
grew  over  the  years,  arrangements  for  financing 
became  more  formal  Typically  a defense  con- 
inicior  would  designate  an  agent  or  lead  bank 
\vh»>NC  function  would  be  to  work  out  a fi- 
nancing package  with  the  defense  contractor. 
t»»rni  .1  consortium  ol  banks  lo  participate  in  the 
trackage,  and  help  market  the  package.  Parti- 
cipants would  include  a number  of  major 
money -inarkel  banks  .iiul  regional  banks  serving 
aiv.is  where  the  coniracior  has  production  facil- 
ities. Bill  consoiiia  are  foriucxl  today,  as  always, 
at  ihe  initiative  of  the  borrower,  l-or  the 
contractor,  dc-vignating  an  agent  bank  is  likely  to 
be  effieieni  Only  one  sot  of  bank  lawyers  is 
invr-.lved  in  drifting  t.he  loan  agreement;  the 
ci'iitravlor  does  not  have  to  spend  as  much  time 
lining  up  I'ariicipaling  banks  as  it  would  if  il  did 
vo  alone,  the  agent  bank  can  ..ct  as  spokesman 
lor  the  contractor  with  other  banks  and  for  the 
other  banks  with  the  contractor;  and  the  con- 
tr.ictor  can  siinplify  the  otherwise  complex 
arrangemenis  in  drawing  down  its  loan. 

Ihe  consortium  arrangement  is  also  advan- 
tageous to  the  participating  banks.  Individual 
loans  extended  lo  major  defense  contractors 
today  are  so  large  that  if  they  do  not  always 
exceed  the  legal  restrictions  on  the  iimount  a 
leading  bank  can  lend  lo  a single  customer  10 
percent  of  the  bank’s  invested  capital  - 
prudence  on  the  part  of  bank  management 
would  dictate  sharing  the  risk  of  these  big  loans. 
Several  study  participants  made  the  [soint  that 
the  infuinu-.l  ceding  of  their  respective  banks  for 
a single  loan  is  well  beneath  the  banks’  legal 
leiuling  limits. 

Subcontractor  Financing 

Among  the  22  banks  interviewed,  one  finds 
no  clearly  predominant  pattern  in  the  partici- 
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pation  of,  or  organizational  arrangements  for, 
subcontractor  financinp.  Here  are  the  principal 
practices  encountered. 

- With  one  exception,  the  large  New  York 
and  Chicago  banks  participating  in  the  survey  do 
little  or  no  financing  of  subs  (as  defined  in  tliis 
report),  for  one  or  another  of  these  reasons: 
There  are  very  few  subs  nearby;  financing  subs  is 
not  tltougln  to  be  appropriate  business  for  b.inks 
of  this  stature;  subs  are  considered  too  risky. 

- In  southern  California,  where  there  is  a 
heavy  concentration  of  subs,  two  of  the  largest 
banks  have  traditionally  dominated  subcon- 
tractor financing.  Other  major  banks  have  much 
more  modest  stakes  in  this  market;  it  has  been 
only  in  the  last  few  years  that  tlicy  either  have 
expanded  from  their  northern  California  iiead- 
quarters  area  or  have  aggressively  pursued  cor- 
porate clients.  Lending  to  subs  may  be  done  by 
a specialized  industry  unit  tliat  also  finances 
primes;  or  by  branch  offices  riiat  iook  to  a 
specialized  industry  unit  for  guid  nice;  or  by  a 
Los  Angeles  regional  offict  that  handles  various 
kinds  of  corporate  business, 

- For  the  surveyed  banks  in  the  San 
Francisco  Bay  Area,  tlic  Dallas-Fort  Worth  area, 
and  St.  Louis,  a corporate  financing  unit  protean 
in  its  interests  relates  to  subs.  (Some  of  these 
banks  have  a “piece  of  tlic  action”  witti  large 
primes;  others  do  not.) 

Criteria  for  Granting  Loans 

One  gains  the  impression  that  the  basic- 
criteria  for  granting  loans  are  essentially  the 
same  for  all  customers.  “A  company  is  crccht 
worthy  or  it  is  not,  and  litis  has  nothing  to  do 
with  the  industry  it  is  iiwolvcd  in,”  one  banker 
observed.  The  bank’s  primary  conceri'  is  with 
rep.iyment,  with  the  safety  of  its  principal. 
Should  this  be  in  doubt,  no  interest  rate, 
however  higli,  will  be  sufficient.  Two  con- 
sequences follow: 

I.  Banks  are  cash-llow  :.iu]  asset  lender.-.. 
Whellier  a customer’s  profits  are  high  or  low  is 
of  lesser  moment  to  the  Itank  so  long  as  the 


profit  will  be  sufficient,  along  with  other  sources 
of  cash,  to  guarantee  repayment  of  the  loan. 
This  .sufficiency,  however,  should  include  a 
margin  to  serve  as  protection  in  the  not  un- 
common event  that  the  contractor  encounters 
unforeseen  costs  over  the  life  of  the  contract. 
(By  contrast,  handsome  profit  margins  arc  of 
crucial  importance  to  invcstincnt  bunkers  in 
their  assessment  of  corporations  seeking  equity 
fiiiuls.) 

2.  Uncertainty  is  abhorrent  to  bankers.  One 
of  the  things  that  worries  them  about  defense- 
contractor  financing  is  that  a contract  that  looks 
absolutely  sound  today  can  be  in  shambles  two 
years  hence. 

The  present  availability  of  funds  to  his  in- 
stitution. however,  is  always  on  a banker’s  mind. 
As  one  study  participant  put  it:  “If  we’re 
under-loaned,  we’ll  take  risks  we  might  not 
regard  as  appropriate  in  a lender’s  market.”  And. 
of  course,  the  opposite  is  true  in  a iwriod  when 
loan  demand  is  heavy  and/or  funds  lor  lending 
are  in  short  supply. 

There  are  a luimbei  of  conventional  analyses  a 
banker  makes  of  a proposed  financing:  tlie 
client’s  balance  sheet,  its  prior  performance,  its 
capital  structure,  the  stability  of  its  markets  and 
customers,  the  acceptance  of  its  protiucts,  and 
the  comj)etence  of  its  management,  Also,  close 
attention  is  paid  to  cash  forecasts  indicating 
sources  and  applications  (including  scheduled 
liquidation  of  fixed  charges)  of  funds  over  tlie 
life  of  the  loan. 

Sheer  financial  strength  of  a client  is  bound  to 
weigli  in  its  favor.  So,  too,  is  divei-sification  for 
companies  that  are  involved  significantly  in 
defense  contracting.  In  appraising  a corporate 
loan  candidate,  the  banker  looks  at  the  entire 
company,  and  not  just  at  a particular  contract 
or.  in  the  case  of  a diversified  company,  not  just 
at  the  particular  (livision(s)  engaged  in  defense 
work. 

In  judging  the  credit  worthinc.ss  of  defense 
contractors,  the  questions  a.^ked  by  two  bankers 
seem  to  be  typical  ol  those  asked  by  other 
members  of  this  fraternity,  in  addition  to  the 
more  general  considerations  listeil  above. 
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The  first  txirikcr's  questions: 

1.  Wliat  DoD  contracts  are  involved'  Which 
of  these  is  firm,  and  what  are  the  i>ossibilities  for 
follow-up  work  in  later  years? 

2.  What  arc  the  types  of  contracts;  fixed 
price,  cost  witit  incentives,  cost-plus?  (This 
banker,  in  coinmen  with  others,  vicv/s  the  last 
two  as  far  less  risky  than  tltc  lirst.l 

3.  What  is  the  curroiit  stage  of  each  contract? 

4.  For  each  contract,  what  experience  has  the 
company  had  in  producing  ttris  product  or 
system,  where  does  it  stand  o ■ the  ‘Tearning 
curve”? 

The  second  banker's  questions: 

1.  Has  the  contractor  insisted  on  an  adequate 
profit? 

2.  What  is  the  risk  of  cl.ai  (,'•  ordeis> 

3.  What  protection  is  (here  in  the  contract 
against  inflation  over  the  life  oi'  ti\c  contract? 

In  deciding  whether  or  not  lo  finiuice  a sub,  a 
bank  is,  of  course,  guided  by  its  appraisal  of  the 
sub’s  credit  worthiness.  In  addition,  other  more 
specific  tests  were  mentioned  by  the  ban" 
interviewed: 

* The  number  and  quality  of  the  prh> 
which  tiic  sub  has  btisincss;  the  »•, 
products  made  or  services  performed  oy  tne  s.,.v 
(as  a rule,  the  more  the  merrier). 

• The  details  about  cancelkuioi;  clauses  in  the 
sub’s  contract(s)  with  its  prime(s). 

. The  steadiness  of  orders,  liie  eontiniiity  of 
work. 

. The  propensity  and  effectiveness  of  the 
sub’s  management  in  insisting  on  cost-plus  as 
against  fixed  price  contracts  with  the  prime. 

♦ The  relationship  between  the  nature  of  the 
work  the  sub  is  doing  and  its  management’s 
experience  and  comp'  fence  in  that  field  of 
work. 

For  reasons  that  will  be  set  forth  later,  most 
banks  look  upon  subs  as  less  desirable  credit 
risks  than  primes.  But  a nuinber  of  subs 
evidently  benefit  from  two  factors  not 
applicable  to  large  primes.  First,  some  of  them 
arc  small  cnoiigli  (annual  sales  of  less  than  $IS 


million)  to  get  90  percent  guarantees  of  bank 
loans  up  to  $.3,'50,000  from  the  Small  Business 
Administration;  this  makes  them  more  attractive 
to  banks  as  clients  than  they  would  be  other- 
wise. Second,  some  small  banks  - none  of  them 
participants  in  this  study  - are  said  to  have 
extended  financing  to  subs  on  the  basis  of 
lending  officers’  personal  acquaintance  with  the 
subs'  managements  or  the  willingness  of  the 
owner-managers  to  sign  personal  notes  for  the 
loans  they  negotiate. 

Bankers'  Perspectives  on  Major  Primes 

It  is  not  without  hazard  to  present  a .summary 
at  once  concise  and  accurate  of  the  surveyed 
bankers’  experience  with,  and  outlook  for. 
financing  major  prime  contractors  But  most  of 
them  would  lend  their  support  to  the  following 
V-  articulated  in  iritorviews  with  members  of 
. rcllowsirip 

, Just  as  a banker  cannot  class)  lisks  by 

hislry  in  making  loan  decisions,  so  .ic  finds  it 
0 '“'cult  to  generalize  about  defense  contractors 
. whole  or  about  defense  contracting.  Some 
firms  have  consistently  done  well  - several  very 
well  - in  defense  contracts;  others,  of  course, 
have  not.  Similarly,  in  each  of  a few  very  large 
firms  that  have  met  with  critical  problems  on 
specific  contracts,  one  or  more  individual 
operating  units  have  a fine  record  in  terms  of 
both  performance  and  apparent  profitability  on 
the  contracts  they  have  executed. 

, There  is  sliarp  variation  in  the  records  of  the 
individual  armed  services  and,  within  them, 
individual  procuiemcnt  groups  and  oven  in- 
dividual procurement  olTiceix  in  negotiating 
contracts  and  resolving  problems  t.'  occur  in 
their  fulfillment.  Banki'is  an;  virtually  unan- 
imous in  cuiuienining  tlie  Navy  for  mis- 
handltiK  aims  that  have  arisen  in  a luiinbcr  of 
shipl'  g contracts.  Witii  a few  egregious 
exci,  . „ the  Air  Foice,  by  contrast,  gets 

pretty  higli  marks  for  its  underst;iiuling  of,  and 
readiness  to  help  solve  Problems  that  develop  in 
contract  lulfillincnt.  -.'n  a more  specific  level, 
one  banker  was  fulsome  in  his  praise  of  the 
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Navy’s  Special  Projects  Office  and  the  Air 
Force’s  Space  and  Missiles  Systems  Office, 
Botli  age  icies,  lie  maintained,  have  given  con- 
tractors strong  performance  incentives  and  also 
have  recognized  and  dealt  fairly  with  contractor 
risk. 

♦ In  some  respects,  major  primes  have  a belter 
aura  than  they  did  several  years  ago.  The 
concept  of  Total  Package  Procurement  (TPP) 
has  been  abandoned  in  favor  of  the  more 
realistic  concept  of  phased  contracting.  One 
finds  in  recent  contracts  price  escalation  clauses 
aimed  at  offsetting  the  effect  of  intlation  on 
contractor  costs.  There  appeu's  to  be  less 
“buying  in"  by  eonlnictors  limn  li'.oa'  used  to 
be.'  The  decision  to  launch  the  Profit  ‘7(i  study, 
and  the  possibility  of  beneilcial  changes  in  DoD 
profit  policy  and  contracting  procedures 
emanating  from  this  study,  arc  seen  by  some 
bankers  as  favorable  developments.  The  growing 
trend  of  major  firms’  acting  as  primary  con- 
tractors on  some  contracts  and  as  subcontractors 
on  others  is  a healthy  one  because  this  should 
increase  the  continuity  of  their  business.  And 
the  consummation,  in  the  last  year  or  so.  of 
several  very  largo  contracts  for  the  sale  of 
military  hardware  to  foreign  governments  should 
enhance  the  profitability  of  the  maiuifacturcrs 
involved. 

. The  important  aerospace  segment  of  the 
defense  industry  is  in  worris<»nK'  condition 
today  not  because  of  defense  business  but 
because  of  the  current  plight  of.  and  bleak 
outlook  for,  its  major  commercial  market;  the 
11. S.  airline  industry. 

. On  the  whole,  Iianks’ experience  with  major 
prime  contractors  has  been  tolerable  so  far.  But 
virtually  all  of  them  have  run  into  significant 
difficulties  with  at  least  one  contract  a|iicce. 


'"nnying  in"  is  the  pracliec.  pursued  by  some 
contractors  apgressivdy  soekinf,  business  to  ulilize 
facilities  and  staff  that  would  be  otherwise  idle,  of 
submitting  unrealistically  low  bids  on  contracts  in  the 
hope  lliat,  if  they  win  tlio  bids,  lliey  can  later  secure 
upward  price  adjustiiienis. 


which  is  disturbing  to  their  bankers.  fTirther- 
morc.  the  Lockheed  and  (iiumman  problems 
have  cast  a pall  over  the  industry.  Fm  these  and 
other,  more  specific  reasons  to  he  set  forth 
below,  the  hankers  participating  in  this  study 
are,  as  a whole,  in  a pessinnstie  frame  of  mind 
ahnut  the  major  primc.s.  Some  reported  that 
their  hanks  have  recently  turned  down  financial 
proposals  from  priine.s  land  subs  as  welt).  Others 
wish  they  had  less  defense-oriented  Imsincss 
than  they  hare.  And  a good  number  expressed 
the  belief  that  unless  the  prospects  of  the 
defense  industry  improve,  hank  parlieijiathm  in 
its  Jinancing  will  be  seleeiively  reduced  - 
partiadarly  if,  as  some  expeei,  there  will  he  a 
growing  number  of  attractive  alternative  busi- 
ness opportunities  for  hanks  in  years  to  conn  . 

Inadequate  Protits 

There  seems  to  be  fairly  common  agreement 
that  profits  of  tieibnsc  contractors  have  not  be'’ii 
adequate  over  the  years,  nor  do  they  show  signs 
ot'  i » •'prov*'*«»o» tt  iit  tIVw  Diirinp  ll'c  coiirsc 

of  the  interviews  several  respondents  either 
referred  to,  or  actually  displayed,  ptiblishcd 
analyses,  like  the  one  rcprodticed  earliei  (see 
r.ibie  I),  showing  that  return  on  investment  and 
profit  margins  of  the  aerospace  industry  have 
consistently  and  substiintialiy  lagged  behind  the 
correspoiuling  rigiires  lor  U..S.  m.iiiufaeturers  as 
a whole.  Although,  as  noted,  banks  are  essen- 
tially cash-fiow  and  asset  lenders,  as  also  noted, 
they  do  look  to  client  profits  as  a cushion  of 
protection  against  iincxpeclcil  cost  increases, 
which  have  occurred  more  than  occasionally  in 
the  fuinilnicnt  of  major  ilcfense  cont.uicls.  In 
other  words,  as  a good  many  of  the  surveyed 
bankers  see  it,  profits  have  not  been  com- 
mensurate  with  tiic  risks  to  which  defense 
contractors  arc  exposed;  other  things  being 
equal,  a bank  pr'I'ers  a relatively  high-profit, 
low-risk  client  to  a low-profit,  high-risk  client. 
Finally,  the  relatively  poor  profit  performance 
of  defense  contractors  has  made  it  difficult,  if 
not  impossible,  for  them  to  r.aise  equity  funds 
and  long-term  debt  financing,  when  needed  and 
appropriate,  causing  banks  to  become  essentially 
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tho  sole  source  of  outside  financing  lor  these 
firms.^ 

Several  causes  of  the  industry's  inadequate 
profits  were  cited. 

Inflation  K not  adequately  provided  for  in 
escalation  clauses,  as  evident  in  the  Gruininun 
experience  with  the  F-14.  (Inllation  has  also, 
several  bankers  pointed  out.  sharply  increased 
the  financing  requirements  of  defense  con- 
tractors.) 

Progress  payments,  some  bankers  think,  are 
not  adequate  in  the  sense  that  the  allowed 
percentage  of  payment  against  costs  incurred  is 
not  higit  cnougli  - especialiy  in  view  of  signifi- 
cntly  higher  interest  rates  contractors  have  had 
to  pay  in  the  last  two  or  three  years,  a cost  for 
which  they  are  not  roimbu.'sed.  Additionally, 
several  bankers  maintained  that  progress  pay- 
ments sliould  be  extended  to  cover  disputed 
costs  which,  as  matters  stand,  tic  up  the  con- 
tractor's working  capital  for  too  long  a time.  Tor 
disputes  resolved  in  favor  of  Dul),  a simple 
procedure  for  restitution  could  and  sliouiti  he 
developed,  according  to  these  respondents, 

One  of  them  went  so  far  as  to  assert  that 
because  of  disputed  costs  and  change  ordeis, 
progress  payments  covering  all  working  capital 
needs  should  be  financed  entirely  by  the  Depart- 
ment of  Defense:  these  needs  shuvdd  be  met 
neither  by  the  contractor  nor  by  the  banks. 
Most  bankers,  however,  think  tlrat  it  is  proper 
for  contractors  themselves  to  fund  some  of  their 
working-capital  needs.  This  gives  Dol)  needed 
eonirol  over  contractor  efiiciency.  If.  for 
c.xamplc,  progress  payments  were  set  at  lOO 
percent,  the  contractor  would  have  little  in- 
centive to  hold  its  inventories  to  ininiimim 
levels.  More  generally,  the  contractor  should  be 

recurrcnl  poinl  made  by  bunkers  and  ollu'rs 
interviewed  was  tbal  ROI  can  hen  niisleadinf!  indication 
of  rmanciut  liealtli  A company  tliat  has  old  assetv  ilial 
have  been  largely  depreciated  foi  t,ix  purposes  and  .s  not 
replacmi;  lliese  assets  typically  has  a low  equity  hasc  In 
this  situation  Itic  return  on  the  coinpuliy's  equity  can 
well  look  tiivorahle  Uiil  it  a company  of  tins  character  is 
not  a tu-alihy  one  by  other  tests,  it  most  probably 
cannot  raise  mote  equity  funds. 


exposed  to  a normal  business  risk  in  a negotiated 
contract,  just  as  it  is  in  a coinmerciiil  contract. 

Delay  in  settliitfi  differences,  arisiitg  out  of 
cost  overruns  or  change  orders  or  both,  has  had 
dcleturious  financial  consequences  for  a tuimber 
of  contractors.  A frequently  voiced  complaint  Is 
that  the  settlement  of  these  conlractor-DoD 
differences  is  anything  but  businesslike.  Ihe 
DoD  tends  to  take  an  unduly  hard,  if  not 
unreasonable,  line.  And  in  the  ease  of  cost 
overruns,  these  become  a matter  of  acrimonious 
public  dispulc  as  the  news  media  report  them, 
and  Congressmen  and  Senators  di.sposed  to  look 
critically  at  the  srvealled  military-industrial 
complex,  or  simply  disposed  to  be  opportunistic 
in  gaining  publicity,  i.s.sue  :iccu.salory.  provoc- 
ative statements  tbal  make  reasonable  settle- 
ment even  more  diffiaill.  Several  bank  officials 
contrasted  this  enviromnont  of  resolving  buyer- 
seller  differences  with  thiil  commonly  found  in 
the  commercial  .sector.  If  a supplier  of  a 
commercial  concern  runs  into  dilTicully  in  ful- 
filling it  contract,  representatives  of  fno  seller 
and  buyer  work  things  out  in  private  and  in  a 
constructive  atmosphere,  so  lhat  the  ensuing 
change  is  fair  to  both  sides  and  protects  tiio 
long-term  viability  of  the  supplier  - wliidi.  of 
course,  is  very  much  in  the  buyer's  interest. 

Demands  foi  nnneeded  cafHd>ility  by  the  D<  D 
also  incroa.so  contractor  costs  - particularly 
when  the  deimiiuls  are  insisted  upon  after  the 
original  contract  has  been  formally  concluded 
and  production  has  commenced.  The  DoD 
should  take  a cost-benefit  approach  to  these 
domaiuls,  bankers  believe.  In  each  ease  it  should 
ask  itself:  Is  the  incremental  ircrformance 
capability  or  extra  capacity  of  the  product  in 
question  worth  the  added  cost? 

The  cM'itisiim  of  interest  from  the  con- 
tractor's cost  base  has  hurt  contractor  profits, 
particularly  in  the  last  few  years.  It  is  widely 
conceded  that  some  implicit  recognition  of  the 
contractor's  interest  cost  is  given  in  working  out 
permitted  margins  under  the  weigltled  guidelines 
formula.  But  with  the  sharply  rising  interest 
rates  of  recent  years,  it  is  more  than  ever 
imperative  that  interest  costs  be  explicitly  taken 
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into  account  in  the  cost  base.  As  one  respondent 
observed,  it  makes  all  the  difi'erenco  as  to 
whether  a contract  will  produce  a profit  or  a loss 
for  n nianuracUirer  if  the  interest  rate  is  5 
iwrcent  or  1 5 percent.  The  exclusion  of  interest 
further  inflates  a contractor's  costs  if  there  is  a 
prolonged  dispute  over  claims  for  additional 
funding;  while  the  dispute  goes  on.  the  interest 
meter  is  running  without  interruption.  And  in  a 
period  of  inllation,  there  is  even  more  justifi- 
cation for  allowing  interest  in  the  cost  base. 

Several  bankers,  however,  made  the  point  (hat 
file  allowance  of  interest  is  not  an  opeii-aiul-shut 
case.  Would  its  allowance,  one  of  them  mused, 
encourage  a contiactor  in  a strong  casli  position 
to  borrow  money  it  did  not  need  in  order  to 
claim  interest  on  the  loan  as  an  expense? 
Furthermore,  the  allowance  of  interest  might 
eomproinise  the  Defense  Department's  proper 
concern  for  sound  financial  controls  by  its 
suppliers.  A contractor  could,  for  instance,  be 
fairly  reckless  in  building  up  its  inventories, 
secure  that  it  would  be  compensated  for  the 
interest  cost  of  any  attendant  borrowing.  But, 
according  to  a respondent  who  raised  tiiese 
points,  interest  sliould  be  allowed  because  of 
delays  in  making  final  payments  and  in  settling 
claims  by  the  DoD,  and  because  of  the  sharp 
escalation  of  interest  rates  of  the  last  few  years. 
These  delays  and  this  escalation  have  badly  liuri 
a number  of  contractors.  Ho  acknowledges  that 
it  would  be  tough  to  develop  an  etiuitablc 
formula  for  the  allowance  of  interest,  but  claims 
this  can  be  done  and  ought  in  justice  to  be 
done.^ 

The  prospect  of  inadequate  depreciation 
charges  is  a future  tlireat  to  dcfcnso-iiidustry 
profitability  which  worries  a number  of  bunkers. 

^On  Decemlier  5,  1975,  the  Cost  Accounting 
Standards  Board  issued  a draft  standard  on  the  cost  of 
money  as  an  element  of  the  cost  of  capital.  This  draft 
standard  treats  cost  of  money  as  an  “allocable  contract 
cost."  The  draft  was  distributed  for  consideration  by 
“those  who  have  expressed  a desire  to  assist  the  Board's 
staff  in  Its  research,"  and  comments  were  requested  by 
February  2,  1976.  The  draft  has  not  been  approved  by 
the  Cost  Accounting  Standards  Board. 


They  were  referring,  of  course,  to  the  Cost 
Accounting  Standards  Board’s  ruling,  to  be 
implemented  after  a one-year  grace  period  now 
in  effect,  that  will  permit  companies  to  de- 
preciate equipment  used  in  fulfilling  defense 
contracts  only  at  a rate  corresponding  to  the 
equipment's  natural  life  (as  against  the  accel- 
erated rates  the  Internal  Revenue  Service  per- 
mifs).  The  effect  of  this  ruling  will  be  to  reduce 
a contractor’s  cost  base  on  whicli  its  profit 
mcigin  is  computed. 

Uncertainty 

As  already  indicated,  bankers  dislike  un- 
certainty in  the  prospects  of  their  clients.  As 
bankers  sec  it.  there  is  uncertainty  aplenty  in 
defense  contracting.  This  is  variously  illustrated 
by  such  statements  as: 

With  annual  funding  by  Congress,  it  is 
doubtful  that  any  contract  will  be  completed  as 
originally  planned. 

- The  probability  of  cancellation  is  great 

There  is  a lack  ol  continuity  in  contracting. 

- Fur  too  many  blockbuster  events  take  place 
in  the  execution  of  defense  contracts. 

- The  prospect  of  delays,  change  orders,  and 
the  like  c,.'ise  uncertainty  if  not  actual  financial 
loss. 

Formerly  the  government  could  be  counted 
on  to  bail  out  a contractor  if  its  contract  was 
cancelled.  This  is  no  longer  so. 

- With  tire  increasing  complexity  of  military 
hardware  has  come  much  longer  development 
and  production  periods  than  used  to  prevail. 

In  one  important  respect,  however,  there  h;.s 
been  a diminution  of  uncertainty  in  defense 
contracting.  This  is  the  abandonment  of  the  TPP 
concept  and  its  replacement  by  the  "fly  before 
buy"  approach.  According  to  several  bankers, 
the  net  effect  has  been  to  limit  contractor  risk 
by  breaking  procurement  into  more  manageable 
and  more  certain  bits. 

Other  Industry  Problems 

There  are  factors  other  than  low  profitability 
and  uncertainly  that  cause  bankers  to  look 
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askance  at  the  defense  industry.  These  include: 


« Concern  about  DoD  senior  officials  and 
procurement  personnel-  This  concern  was  ex- 
pressed in  a number  of  ways,  The  higli  turnover 
of  senior  DoD  personnel  has  contributed  to  a 
lack  of  continuity,  since  top  civilians  in  DoD 
tend  to  be  men  of  strong  views  about  military 
procurement,  but  tlrcse  views  are  far  from 
kieirtical  among  the  successive  incumbents  in 
these  positions.  A related  problem  is  the 
apparent  and  unnecessary  dispersion  of 
authority,  The  DoD  repiescniatives.  who  people 
on  the  contractor  side  think  can  reach  a de- 
cision. too  often  turn  out  not  to  be  able  to  make 
the  decision.  One  banker  spoke  of  an  egregious 
failure  on  the  part  of  DoD  personnel  to 
coordinate  various  programs  involved  in  a large 
and  very  complicated  contract  his  bank  helped 
to  finance.  Anotlier  respondent  ntaintained  that 


DoD  tcclinica!  people  Isave  been  guilty  m?"' 


than  once  of  poorly  drafting  the  initial  specifi- 
cations of  a military  system.  I•inully,  the  Dot) 
representatives  have  been  scored  for  their 
naivete  regarding  the  financial  health  of  defense 
contractors.  A banker  cited,  by  way  of  illus- 
tration. a remark  one  procurement  ofneer  made 
before  a group  of  bankers  tlrat  if  a major 
contractor  sltould  lose  $300  million  on  contracts 


it  was  fulfilling,  that  was  but  a modest  sum 
amounting  in  total  to  only  10  percent  of  the 
value  of  the  contracts  Such  a loss,  this  banker 
insisted,  would  have  damaged  the  company 
grievously  if  not  fatally. 

, Market  weakness,  distorted  tlnaneial 
structure.  In  general,  bankers  prefer  not  to  have 
a client  overwhelmingly  dependent  npr>n  a single 
eiistomcT.  frven  though  there  is  no  question 
about  Uncle  Sam’s  being  able  to  pay  his  bills,  his 
representatives  in  a sense  have  defense  con- 
tractors ai  their  mercy.  As  for  financial 
structure,  the  point  liere  is  that  many  con- 
tractors (like  many  firms  in  other  industries) 
appear  to  bankers  to  have  excessively  high 
debt/equity  ratios. 

• Contractor  inanagcmcnt  shortcomings.  It  is 
widely  accepted  in  the  banking  community  that 
difficulties  a number  of  defense  contractors  have 


become  enmeshed  in  have  been  in  some  measure 
of  llicir  own  making.  Cited  In  tliis  respect  are 
the  proclivity  of  some  manageniciHs  to  buy  into 
defiinse  contracts;  lack  of  cure  in  or  controls 
over  the  expenditure  of  money;  and,  ill  certain 
engineer-dominated  (as  opposed  to  business- 
mun-ilominutcd)  firms,  a prcoccnp.'itlon  with,  as 
one  bonker  pltmsed  it.  “tnuking  tilings  mthor 
than  money.”  Two  adverse  consequences  of 
these  sliortcomings  were  cited.  I'irst,  the  fi- 
nundnl  community  recognizes  tliein,  wliich, 
among  oilier  things,  makes  it  difficult  for  tliese 
firms  to  get  public  debt  or  equity  nnancing. 
Second,  too  often  excessive  costs  are  incurred  in 
military  contra  These  exee.ssivc  costs,  in  turn, 
cun  cause  a reduction  in  the  originally  con- 
templated volutiie  of  product  or  system,  to  keep 
total  costs  ill  line.  Such  reductions,  one  banker 
asserted,  have  been  one  of  tlie  eiuises  of  excess 
capacity  in  the  .aerospace  industry.^ 
incidontally.  it  is  such  imiiiucenient  character- 
istics us  tho.se  that  cause  some  bunkers  to  believe 
that  diversification  into  highly  competitive 
commercial  niiirkets  is  not  a promising  step  for 
defense  contractors  to  take. 

» The  special  problem  of  tlie  aerospace  in- 
dustry. It  is  the  view  of  several  bankers  Ihiil  the 
aerospace  industry  needs  both  military  and 
conimercinl  business  for  .survival  and  stability: 
neither  one  alone  is  sufficient  for  the  viability  of 
these  firms  and,  further,  given  the  nuetuutiiig 
demands  in  both  markets,  it  is  desirable,  even 
necessary,  for  the  firms  to  participate  actively  in 
one  market  while  the  other  is  in  a period  of  lax 
deiiiaiul.  But  the  outlook  is  that,  with  the 
abandonment  of  U.S,  government  sponsorship 
of  an  SSr.  and  with  comnicreial  airlines  in  a 
very  shaky  stale  because  of  rising  costs  and 
diminished  demand  for  travel,  it  is  not  likely 
that  the  aerospace  firms  will  be  called  upon  to 


'’a  notiiblc  exception  lo  llicse  nninascrial 
sliortcuniing.s  is  Touiul  in  the  management  ot  a major 
aircraft  projiicer.  accortlmp  to  one  hanker  This  firm  has 
placed  great  empliasis  on  production  planning  and  on 
cunlrollmp  prodliciion  costs,  playing  down  tecimological 
innovation  in  fulfilling  its  coniracis  I'he  fm.incial 
coinmunily  is  said  lo  look  favorably  on  this  firm. 
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build  a new  guncrutioa  of  comincrviul  uitct&i'l 
until  the  mid- 1980*9  • indeed,  it  is  doubtful 
whether  the  latest  generation,  the  wide-bodied 
jets,  will  be  delivered  in  anywhere  near  the 
nttmbcts  anticipated  only  a few  years  ago.  And 
it  Is  also  doubtful  whether  there  will  be  enough 
defense  work  in  the  next  decade  completely  to 
fill  this  wide  gap  in  tite  eomtnorclnl  market.  So 
the  prospects  for  the  important  aerospace  sog' 
mont  of  the  defense  industry  base  strike  bankers 
US  gloomy. 

f The  politics  of  defense  cohtfucting.  Con- 
gress must,  of  course,  exercise  controls  over 
defense  contracts,  as  It  must  over  other  activities 
of  the  lixecutivo  Branch,  a number  of  re- 
spondents stated.  But  individual  Congressmen 
,-md  Senators  have  gone  too  far  on  occasion. 
Efforts  to  gain  political  capital  by  castigating  the 
defense  industry  and  DoD  for  cost  overruns  have 
already  been  noted.  But  people  on  (he  Hill  have 
been  guilty  of  otiicr  sins,  in  the  eyes  of  bankers. 
One  of  these  is  the  pressure  brought  on  tl»e  DoD 
to  SCO  tliat  defense  coutnicts  are  won  by  linns 
doing  business  in  the  districts  or  states  of 
intluontial  Congressmen  and  Senatoi-s.  In  several 
instances  this  lin.s  led  to  coutnicts  being  awarded 
to  the  far  from  most  efficient  supplier. 

On  a more  general  level,  defense  contracting 
lias  evolved  into  a badly  flawed  system  in  which 
all  tlircc  major  parties  - the  contractors,  DoD, 
and  Congress  - arc  at  fault.  Here  is  how  one 
bank  executive  explained  it;  “DoD  is  reluctant 
to  tell  Congress  at  tlie  outset  wlint  a weapon 
system  will  cost,  fearing  that  Congre.ss  may  veto 
the  whole  project  at  the  beginning  on  the 
grounds  of  excessive  expenditure.  In  a sense, 
then.  DoD  is  guilty  of  duplicity  so  far  as  realistic 
pricing  is  concerned.  Everyone  plays  tlie  game. 
Contracts  arc  let  at  artificially  low  prices,  with 
tlie  contractor.  DoD.  and  incinbers  of  Congress 
understanding  that  through  cliange  orders  and 
otlier  similar  devices  costs  will  be  inflated  to  a 
realistic  level  over  the  life  of  the  contract.  It 'S  a 
deplorable  system,  but  everyone  seems  locked 
into  it.  One  must  not  ignore  the  distaste  many  in 
Congre.ss  feel  for  the  defense  industry,  perhaps 
refleetiiig  tlie  views  of  iniportaiU  constituencies. 


or  lit  least  Congrc5i,siiicn’s  or  .Senators*  per- 
ception of  these  views.  TIuis  if  a mi\jor  cun- 
tractor  runs  into  unexpected  costs  because  of 
iiiflution,  there  is  a body  of  Congressional  and 
public  opinion  that  says  in  effect;  'Too  bad  for 
tho  company,  let  it  hmig.’  This  does  not  warm 
tho  cockles  of  tho  hearts  of  those  who  loud  to 
that  firm." 


Bank-Contorod  Problems 


Yet  another  negative  for  defense  contractors 
arises  from  problems  nffecting  the  banks  them- 
selves. One,  discerned  by  u few  respondents,  has 
to  do  with  the  attitudes  of  their  top  iiuinage- 
nients.  These  senior  officers  do  not  understand 
the  iiitricncics  of  hilfllUiig  a technically  complex 
defense  contract,  nor  are  they  familiar  with  the 
details  and  implications  of  the  Armed  .Services 
Procurement  Regulations.  But  they  do  read 
nows  accounts  of  DoD-contructor  disputes  and 
DoD-conprcssional  disputes.  Some  of  them  have 
asked  their  aerospace  and  other  defense-industry 
ionuing  omueni;  Why  should  wC  be  eiitanglvd  i". 
tliis  political  thicket?  Who  needs  this  kind  of 
business? 


A second  bank-centered  problem  is  ilie 
number  of  loans  iliat  liavc  been  ndvciseiy 
classified  by  mitloiial  bank  examiners  loans 
the  rcpaymenl  of  wliieli  is  so  uncertain  tlmt  the 
baiik.s  have  had  to  adjust  their  capital  positions 
by  establishing  reserves  on  their  balance  sliecls. 
A consequence  of  these  classified  loans,  one 
banker  remarked,  iins  been  that  several  of  the 
nation’s  largest  banks  Imve  hud  proposed  acqui- 
sitions turned  down  by  the  Federal  Re.sorve 
Board  boemise  ii  did  not  consider  tlieir  capital 
positions  strong  enough.  So  the  banks  affected 
arc  anxious  to  solve  their  classified  loan  problem 
(the  banker  just  cited  said  he  would  be  a "hero’’ 
iflic  contributed  lo  this  end),  and  furtliermore, 
no  bank  wants  to  take  on  a client  if  ilicro  is  a 
reasonable  cliancc  the  loan  might  becoinc 
classified. 


A third  problem  for  bankers,  closely  related 
to  the  second,  has  received  nuich  eonimcnt  in 
the  business  and  fmancial  press.  Banks  have  had 
to  write  off,  in  whole  or  in  part,  a number  of 
nondefensc  industry  loans  to  Penn  Central,  to 
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W.  T,  Grant,  uiul  to  a larije  number  of  UIiIT's. 
Pnrthormorc,  they  may  yet  suffer  losses  from 
their  hokllnas  of  New  York  City  debt  obli- 
gations oml  their  loans  to  umlenlcvoloped 
countflos.  This,  of  course,  has  boon  very  un» 
soitllng  mul  Is  causing  banks  to  adopt  h more 
cautious  outlook  toward  borrowers  in  general. 

Subs  Look  Loss  Attrootive 

If  banks  have  o loss  than  sanguine  view  of 
moior  defense  coiUruutora,  thoir  ussossment  of 
subs  Is  oven  more  pessimistic.  To  put  it  another 
way,  they  simre  the  upprelienslon  i ' those  DoD 
oftlcials  who  believe  that  it  is  the  smaller  firms 
at  the  second  and  third  tier  of  the  defenso 
imhistr>*  base  whoso  stability  and  survival  ate 
tenuous.  Indeed,  a iiumbor  of  bunkers  '•ofor  to 
subs  they  have  financed  that  have  failed,  loaving 
thoir  banks  with  uncollected  loans.  Thus  fur 
none  of  the  mi\)or  primes  has  succumbed  to  this 
fate. 

Here  is  a brief  catalog  of  the  special  problems 
of  siih.s  as  b.ankcn  see  them; 

. Many  subs  find  it  Impossible  to  got  ncoded 
nonbunk  financing,  The  equity  market  is  closed 
to  thont  and  the  situation  witlt  respect  to  public 
debt  financing  is  hardly  bettor.  (One  banker  who 
formerly  was  as,sociatcd  with  an  invostnrent 
bunking  firm  remarked  tliat  during  the  last  year 
only  about  half  a dozen  BAA  debt  offerings 
have  come  to  market,  none  of  them  issued  by  a 
subcontractor.)  And  subs,  ns  defined  liere,  lend 
to  be  loo  small  for  insurance  companies  to 
conshtcr  for  privately  placed  long-term  loans. 

« Many  subs  are  tied  to  a single  prime 
contractor,  and  produce  but  a single  product  or 
componen*  - n pair  of  draracteristics  the 
bankers  consider  risky  tor  any  firm,  no  matter 
what  its  market. 

» The  continuity  of  a sub’s  work  often  is  in 
doubt;  it  is  likely  to  face  alternate  cycles  of 
"feast  or  famine.”  A large  prime  may  be 
involved  In  several  (.lel'ense  contracts  simulta- 
neously, whereas  a sub  may  have  to  commit 
itself  to  only  one  contract  at  a time  and  so  is 
severely  alfectcd  by  siretchonts  and  delays,  not 


(0  mention  Ganeellalions.  “Losses  on  one  order 
can  bo  disastrous,”  one  fcsi>ondont  lemmked. 
Moreover,  subs  run  the  risk  U\at  lit  slack  periods 
thoir  prime  will  pull  bock  work  front  thorn.  (As 
one  bonkcr  described  it,  whut  happens  is  that  ns 
tho  vohimo  ofjtroduct  n prime  orders  from  a su‘' 
goos  down,  tho  sub  mtsos  its  price  to  cov^f 
ovorhoud.  eventually  tlic  prime  concludes  that  U 
cun  make  the  product  in  question  in-houso  at  a 
lowor  cost  than  the  price  tho  sub  chorges  for  it.) 

• Subs  typically  are  thin  In  management 
talent.  Some  aro  run  by  ownoMnvcittors  - 
persons  who  aro  strong  h\  scientific  or  toclmical 
skills,  but  weak  in  business  acumen.  Others, 
rocontly  started  by  persons  v;ith  neither 
tochnlcul  nor  business  backgrounds  under  tho 
auspices  of  federal  programs  to  stinniiotc 
minority-group  enterprise,  have  won  business 
from  primes  by  dim  of  government  pressure;  but 
they  have  proved  unable  to  moke  products  ol 
ncGOptablo  quality,  to  control  costs,  or  to  meet 
delivery  schedules. 

It  is  the  imprc.ssion  of  a number  f bankers 
that  beyond  their  own  client  subs  that  I'nvo 
failed,  (hero  has  boon  considerable  attrition  of 
subcontractors,  Thus  in  thoir  eslimalion  DoD’s 
concern  that  this  portion  of  tho  defenve  base  is 
eroding  is  well-founded. 

One  must  take  note  of  a few  silver  linings  in 
the  clouds  overhanging  subs.  Consider,  for  ex- 
ample. the  comments  of  a senior  officer  at  a 
bank  on  the  San  Francisco  Peninsula,  Most  of 
the  subs  this  bank  has  as  eliciU,s  arc  engaged  in 
the  inamifacturc  of  cleotronio  prodnols  and 
components,  and  there  is  typically  a marked 
degree  of  similarity  in  the  technologies  of  those 
made  for  military  uses  and  those  made  for 
coiinnercial  uses.  By  and  largo  l))csc  firms  h.tvc 
adequate  equity  bases  that  have  boon  furnished 
by  one  or  anotiwr  of  lire  venture-capital  firms 
that  flourish  m this  area,  flic  venture-capital 
firms  moreover  provide  the  manufacturers  with 
financial  expertise,  since  at  least  one  partner  of 
the  firm  typically  sits  on  the  board  of  each 
manufacturer  in  which  the  firm  has  a stake. 

This  bank,  whiclt  has  been  actively  eagitgod  in 
business  lending  for  only  a couple  of  years,  seeks 
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lulutioitsilips  with  subs  “thiU  luwu  cousidcrablu 
jtwwlh  potouUnl."  Most  of  its  loans  to  subs  arc 
sectiicd  by  the  subs’  accounts  receivable.  Othe«>* 
have  90  percent  SBA  guarantees.  Every  two  or 
Utrec  months  the  bunk's  Intontnl  muiUore  o.x- 
antino  each  sub's  books.  Thus  Lite  bunk  is 
woll-postod  on  the  affaire  of  its  subcontractor 
cUontolo. 

The  bank  hus  frlondly  relutlonsldps  with 
scvetal  finance  companies.  Wlion  a stib  en- 
counters tt  casli-flow  problem,  tho  bank  trios  to 
arrungo  factoring  from  one  of  tliosc  concerns 
while  retuiniitg  tho  deposit  balances.  After  the 
probloin  lias  been  straightonod  out,  the  bank  can 
resume  regular  financing.  This  respondent  made 
tho  point  that  a small  bonk  like  his  always  has  to 
bo  corohd  not  to  lose  noodtossly  a client  tlirougli 
being  o.KCOSsively  tough  when  tltc  client  faces 
Toiigli  sledding.  For  bank  competition  for 
commercial  clients  is  very  keen  in  that  area  (as  it 
is.  so  the  comments  of  other  respondents  indi- 
cated, ulsowitoro  in  Califontiti). 

Anotlier  banker  described  « sub  tl\ut  formerly 
obtoiacd  fouNllfths  of  its  Intslncss  by  acting  as  a 
suticoaliuctor  to  large  aerospace  firms.  Despite 
great  tochnicttl  o.\pertise  and  tiporb  manage- 
meat,  tins  firat  got  "burned  badly"  on  a major 
contract,  'nieronpon  It  embarked  on  u program 
of  divorsincotlon  so  Chat  now  aerospace  business 
ttccounts  for  only  one-liftli  of  ils  volume. 
Furthermore,  management  has  doeidod,  and 
because  of  the  rjuality  of  company  products  can 
make  its  decision  stick,  that  tho  company  will  be 
an  aerospace  subcontractor  only  if  it  is  com- 
pensated on  a cost-plus  basis;  and  tltat  ifcltangcs 
are  required  in  a contract,  a financial  agreement 
coverinp.  tliaso  changes  will  be  negotiated  before 
it  docs  any  work  related  to  (hem.  In  this 
bimkor's  opinion,  this  firm  is  an  udmiroblc 
example  of  Irow  snircoutiacto  m should  comport 
themselves.  In  subcontracting  it  is  tmiiting  itself 
to  a proper  risk  - ils  performance  - and  is  not 
exposed  to  financial  reverses  not  of  its  own 
making. 

More  generally,  the  shakeout  of  subs  men- 
tioned earlier  may  produce  stronger  coinpames 
among  the  survivors.  One  respondent  gave  an 
illustration  of  tltis  point:  A component  for 


ftlrorafi  was  formerly  made  by  tltrec  firms  in 
fierce  coinpetUlon  with  one  another.  One  of 
these  firms  lias  willed  rawn  from  the  business  and 
a second  is  no  longer  a significant  factoi,  having 
oncounlcred  severe  munugomunt  and  financial 
problems.  Tho  sur\>ivor  pretty  well  has  tire  flold 
to  itself,  wiitch  Inis  given  it  slgniflcatit  lovontgu 
with  its  airframe  munufaeturer  cuslomcre  as  well 
as  onhanced  financial  staturo. 

Suo^rtad  Solutions 

Tho  bunkers  participating  in  this  invcstigullon 
offered  a great  many  suggestions  as  to  wliat 
could  bo  done  to  make  defense  contractors  more 
attractive  in  the  eyes  of  the  nnancml 
community.  Some  of  the.se  solutions  were  ad- 
mittedly more  a matter  of  wisliftil  thinking  than 
recommendations  for  action.  For  exninplc; 

Congressmen  and  Senatore  should  stop  be- 
rating DoD  and  defense  conlractore  for  lUiblicity 
purposes;  other  members  of  Ihoso  bodies  slioulO 
desist  lYom  exerting  prossum  on  DoD  to  award 
contracts  to  firms  in  tlicir  respective  districts  or 
states;  the  turnover  of  DoD  iniUitiry  peisonncl  in 
the  various  procurement  agencies  should  be 
reduced,  so  tlmt  sucli  personnel  coulti  g;iin 
deeper  and  moiv  sympathetic  imdiu-stmuling  of 
contractor  problents;  tlic  "game"  tlmt  cun- 
tractors,  DoD  officials,  ami  ('ongress  play,  as 
described  on  page  13,  slicukl  be  terminated 
once  luul  for  all.  While  c.icli  of  tliese  diangcs 
would  appear  to  bo  desirable,  none  seems 
likely  to  transpire  and,  except  for  personnel 
turnover,  none  seems  to  fall  within  the  ability 
of  DoD  to  ciTeci. 

In  the  realm  ot  ihe  possible,  liowever,  there 
are  a luimbcr  of  things  DoD  can  do,  ciiIkm  on  its 
own  through  existing  authority,  or,  wlioro  legis- 
lation is  required,  thmugli  the  submission  of 
nppiopriulc  lecoromond.iUons  to  Congress, 
Some  of  the.se  changes  tiavc  been  Implied  in  tlie 
earlier  discussion  of  the  problems  bankers  per- 
ceive with  defense  eont. actors  and  in  dofense 
contracting.  But  it  is  well  to  draw  together  these 
changes  and  others  that  have  not  been  toucited 
upoit  for  e.xplicit  consideration,  it  mist  l>e. 
pointed  out  tltat  there  is  some  overlaiiping 
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among  these  rccommcnOnttohSt  ami  some  uro 
not  oiUiiviy  consistent  with  others.  Tho.se 
cuvuats  marie,  hct'c  is  the  list. 

. In  very  genarol  terms,  l)ol>  should  enlarge 
its  vision  of  ilcrensc  uontructing  beyond  Us 
prcocor  '^atlon  with  particular  contracts  and  the 
purrormoneo  of  individual  contractors  In  ful* 
filling  thoiif.  it  should  do  wluit  it  wivrtu Tvmovc 
what  a munber  of  bankors  pcrcelvo  ns  the 
tinnocassarlly  adversary*  relationship  neiwcen  it 
Qiul  its  suppliers.  In  assessing  the  capobllltius  of 
liullviduol  suppitcis,  It  sitould  look  at  each  one. 
one  respondent  said,  “the  way  u banker  docs": 
by  tracing  the  inlcniQlion  nrui  dcpci\dcncic.s  of 
the  firm’s  different  units  and  murkots,  by 
examining  the  firm's  overall  Itnundnl  strengths 
and  wonkneasos.  More  I'undamenlully,  DoD 
should  decide  what  sort  of  defense  industry  bose 
is  desirable  and  what  steps  it  or  Congress  should 
take  to  achieve  and  sustain  this  base  c.g., 
miiKc  an  explicit  policy  decision  whether  or  to 
wind  extent  foadgn  sales  should  be  relied  upen 
lo  assure  the  financial  vitality  of  contractors. 

, DoD  sluHiltl  see  that  compensation  to  de* 
Tense  Ciiiitiactors  is  iiiie<|uuto.  that  they  earn  a 
decent  rule  of  return.  (A  couple  of  respondents 
stressed  tlie  similarity  of  the  iiresently  bleak 
outlook  for  contractors  with  tlie  current  pllglu 
of  the  domo-stic  airlines.)  A bettor  rate  of  return 
Is  essential  If  contractors  are  to  Inve.st  In  the 
kind  of  modern  eptiipment  D«D  would  like  to 
see  tboni  mvt*st  in.  and  lo  gain  the  long-term 
funds  necessary  for  this  puiirose.  Moix'over 
better  profits  miglit  uilruct  more  firms  into  the 
defense  base,  wliich  might  be  desiiable  froirr 
OoD's  viewpoint. 

* Don  should  .seek  a hotter  balance  between 
risks  imd  rewards;  the  balance  is  presently  out  of 
kilter,  too  Inclined  toward  risk  and  away  from 
reward.  More  incentives  should  be  provided  Tor 
contractors  that  perform  belter  than  expected. 
Perhaps  there  are  some  risks  now  borne  entirely 
by  the  contractor  tliat  the  Dol)  slioiiUi  ass.imc 
or  share.  Of  course,  where  contractor  risk  is 
small.  it.s  opportunity  for  reward  sliould  be 
com.'spoiulingly  nuxlesi. 

* For  certain  negotiated  contracts  it  may  well 


be  desirable  to  sltifl  from  a cost  bsisis  to  a 
roluin-on-iiivcstmcnt  basis  But  to  the  extent 
that  the  cost  basis  is  continuctl,  interest  should 
be  allowed  as  a coinponeiU  of  the  conUaclor's 
cost  base,  even  tbouglt  it  would  be  difficult  to 
devise  a rormuin  that  would  result  h*  proper 
allocation  of  intorost  to  a specifle  contract. 

■ Annual  funding  of  doftmsu  controcis  should 
be  replaced  by  lohieHerm  commiliuants  so  its 
to  reduce  uncei  tainty  for  the  contractor  ond  Us 
llnnnctnB  nuimcios. 

• The  top  orflctols  of  DoD  alrould  insist  on 
more  commonality  in  weapon  systems  (c.g., 
flidttor  plnnas)  of  tlie  individtml  armed  services. 
The  ensuing  rntionallv.uiion  of  pruduction 
should  benefit  both  Dol)  and  tlie  defense 
Industry. 

« DoD  procurement  ugunetos  should  avoid 
pressing  for  ’‘be.st  and  final  orfers"  and  should 
desist  from  the  practice  of  "technical  levollnB”; 
and  contractor  efforis  to  win  contmets  by 
"buying  in"  should  be  fccognl*ed  and  stead- 
fasUy  ro.sisied.  Buying  In  is  neither  in  lire 
long-run  Interests  of  the  contractors  nor  of  DoD. 
(h'or  definitions  of  "best  ami  final  offers"  and 
'Tcdinicat  IcvcliiTg.”  sec  the  box  on  page  17.) 

» DoD  should  not  press  for  systems,  cuin- 
poiunits  and  so  forth  that  have  iiivalor  capa- 
bilities than  arc  realistically  needed,  especially 
when  these  systems  and  components  call  for  the 
developiuciil  of  teclmology  well  beyond  the 
stale  of  the  art  and  the  type  of  contract  does 
not  take  lliis  into  iiceinmi.  Too  often  the 
contractor  or  the  DoD.  or  both,  have  paid  loo 
heavy  a price  lor  supereapability. 

• Dol)  should  force  the  services  to  curtail 
their  c.xccssivc  propensiiy  to  change  their  minds 
about  specifications  in  mid-contract;  such 
changes  ineviialily  cost  the  coniriictois  money 
even  if  they  cventuall>  gum  some  restitution  for 
them. 

« DoD  should  delegiite  much  more  autimruy 
to  local  contracting  officers  in  order  lo  provide 
for  timely  rcsohitiuii  of  prublems  tbai  inevitahly 
arise  over  the  course  of  long,  complex  contracts, 

• Disputes  about  cost  claims  should  be  seillcd 
promptly  ami  fairly.  The  Navy,  it  Ireuis 
repeating,  is  iluuiyjit  lo  be  especially  deficient  in 
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tltis  fCKftfO,  A proccdiirc  Ibr  biutUiiyL  afbitrotiou 
slio^ild  be  cstuhtisheil  to  de«l  with  coniroclor 
ctuiim  Svid\  urbitnition  !^Uuulii  be  tjiiickly 
aucotnplished.  us  voiUnisk'd  with  Ibe  tongdeliiys 
Hu\i  new  auend  thv  soitlinuMd  of  ibese  dis- 
putes. 

i Mpfu  dtalojiuo  Is  needed  between  the  DoD 
and  the  l>iAnklng  etimmvmlty.  Two  ppeeinc 
suggestions  wen'  vniecd,  Uol)  reprsM'nttttisws 
should  uHeitd  stale  and  naiUmai  banking  con- 
ventions; explain  their  problems  with,  and  views 
about,  negotiated  conifuels;  and  learn  bow  tlu’r.e 
conlfucts  and  the  voin|xmks  tbul  fninil  them 
appear  Irom  tlie  banker's  peispi'clive  Oi  per- 
hup-s  DoD  could  sponsor  one-lo*iwo-day 
seminars  for  bunk  lending  otneers  aimed  at  a 
similar  Inierchanpe. 

It  in  the  years  ahead  private-institution  IV 
naneinp  should  become  inndciiualc  lor  Uie  de- 
fense Industry.  Congreia  may  have  to  enalile 
DoD  to  eniWfte  in  financing  going  well  heyoud 
piojiress  paymenis  oi  io  providv  sigiiincant 
pornon  of  the  oituipmeni  and  lueiltties  deionse 
conlnieloni  need,  aeeordmg  to  unite  a munbet 
of  bankers.  Natoodly  they  would  lie  reluctant  to 
sec  either  alternative  corne  to  pass,  but  one  oi 
the  other  may  have  to  be  adopted  it  tlieir 
petceptlon  of  the  defense  industry,  and  the 
pooepUons  of  oilier  groups  in  tlie  liiuuHiul 
comimmUy,  become  moiv  pessimistic  tban  they 
are  now. 

Contrnctor  Poluctnnco  to  Invest  m Modern 
Equipment 

flic  li.n'icrs  interMcw  ' did  not  swiiice 
strong  I , il'oul  tils  alleged  reluctance  of 
defense  it  .ictofs  to  invvisl  in  modern  equip- 
men!  il>_:  wunW  produce  cost  savings  or  in- 

creased eliiiieiicy.  I’liis  seems  quite  natural, 
siiue  b.inks  are  clnelly  concerned  wiili  sbori-  or 
intermediate-term  (mancing  lor  working  capital 
purposes,  riirttierii  oie.  several  bankeis  volun- 
teered I be  information  that  once  they  have 
.kquiri'd  detailed  lorvcasls  ot  the  soiiices  ,ind 
uses  of  funds  ,uul  the  contractor's  c.isli  llow  over 
the  tile  of  a defense  contractor’s  !oan.  they  do 
not  monitor  closels  tin-  uses  lu  wblcb  the  fuud;. 


"Oeil  and  jinei  olfett"  «om  tfom  th*  tequlr** 
mant  dial  coniioct  ntgotlatloni  conduQtod  by  tba 
OoD  must  tcrmlnato  on  a eammon  cutoff  date. 
VVhon  tlio  (kadllnD  (or  o pcrilcular  negotiation 
epproaijiu,  OoD  raqussts  a bidder  id  maKo  o bast 
and  final  otiar  in  isrtni  of  prico  and/dr  taclinicat 
approjicfi.  This  oftat  not  uncornmonly  Is  lowaf 
than  tho  price  tho  Gonlrooior  has  ibeiototoro  boon 
luggoitlngi  end  It  li  not  unliaard  ot  for  the  Oob 
talar  to  ask  tor  yet  anotlm  offor  when  for  soma 
icuon  discussions  am  to  be  coatlnuad  beyond  Pit 
cutoff  data.  Deeeuie  an  axparlenced  contractor 
undentands  the  tituillstie  chuacior  of  dm  ban 
end  ttnot  oltor.  It  may  wall  Inetudo  In  Its  oor'.lar 
ptlco  ample  (at  so  ihot  It  can  moko  a loivot  beii 
end  final  offor;  liidaad,  tfiero  may  still  bo  onougli 
fat  in  that  offor  so  dial  It  can  submit  a still  lower, 
Post-bost-antl-flnal'Dlfor  offor. 

"Technical  lovollno"  Is  said  to  hnva  arlson  on 
occoilon  svlien  tsvo  or  mora  contractors  eio 
moking  proposals  to  DoD  vdilali  arc  Imondod  to 
lasd  to  a noootlated  contract.  As  DoD  pro- 
liuromant  officials  discuss  proposal  shorlcomlngt 
with  iiiuiviuuai  COntiuCtOri  Ci'.R  by  one,  those 
thnueoinlngi  arc  icdrossod.  hi  tho  ond  iln>  com. 
rxrtlng  proposels  are  qcdto  similar  to  one  anotbet  in 
tccliPicnt  tiispecti.  Contractors  complain  thoi 
technical  leveling  causes  ihom  to  low  then 
spcchvo  webniool  edvantagos.  OoD  procuranicm 
oftlolais  arc  vront  to  ulatm  that  tlioy  do  not  ungige 
Ml  tills  prnciico. 

In  this  connection  It  Is  pciilnanl  to  tccord  an 
obscrvailon  nindo  by  a former  ouecutlvo  of  eii 
automobile  nionufooturcr.  His  rasiioiislbltlties  at 
the  auioniobllo  coinpanv  wro  In  the  hold  of 
market  resaarch.  end  from  rimo  to  time  hi*  unit 
would  suivcy  eoiiipany  siippilor*.  asking  tlunii 
wiiat  they  liked  and  dlsl'ked  about  rlolng  tHisIt.as* 
witls  It.  One  of  tile  most  iioivoslyo  tlisukos  was  the 
pfootlco,  by  compatiy  procurement  people,  of 
loUing  the  pioprteiarv  s«clmU|iie'S  end  Inforinaiion 
of  one  supplier  gci  mto  the  li.'snm  of  other 
iupptiflfs.  It  should  be  nowd  diet  OoD  procure. 
incni  renulotions  s|ieciffcally  piohibit  the 
•'iOBklng"  of  such  Information, 


lire  acluiiliy  put  nnd  ccrmirily  not  in  a large 
sliverMlicd  eoiii|iany.  And  tiicy  do  not  really 
care.  *;o  long  in;  they  nre  repuui. 
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This  isroup  of  respoiulcMl!*  ncvofUieUai 
eifcfetJ  a iuinlhef  of  specific  eomuiCiJis  nlioat 
(his  quoslion,  which  ure  suniitiurizai  below 

t For  like  ticfospiicc  iiidustry  In  purticular  the 
quesdon  is  neodemte,  since  this  industry  cur 
fohtiy  iias  abuiVdiiiit  Itiic  capacity. 

» lu  t)\i)  viesc  of  SOUK'  hunkers,  the  qucslion 
rests  m a fatso  promtso,  A numhoi  of  defense 
contrttCtors  hove  acquired  modern,  effivient 
equipment.  One  bunker  spoke  of  “sp.inkmu  new 
miinoricnl  control  imtchinos"  and  eliiclent  aulo- 
rnailc  rivoiinp  nvidilnos  owned  find  used  by 
severul  of  hi«i  bank's  dclense'conlr.u  lor  ctieut^. 
Another  banker  pointed  out  that  some  con- 
tractors  tliut  are  operatinii  apparently  old 
maclUncry  liavo  rebulit  (his  machinery,  making 
it  very  olficient. 

« To  (he  oxtcnl  there  is  truth  m (he  pmmise. 
and  on  (lie  assiiniptiou  (hat  cuiiinictors  can 
Ihiancc  invcstnicnis  in  nuulcrn  equipment,  tbeii 
wluct-'Uice  basically  stems  from  low  profits  on 
defense  work  or  pcrlnaps  more  prociselv.  cs- 
pectatioiis  of  low  imiflls.  The  aiitidpaied  cost- 
beiicrit  riilios.  (lie  ROl.  smipty  arc  not  eiiouj^i 

♦ Some  contractors  mi(dit  boy  more  elRcetii 
01  clieciive  uquimiieui  if  contraeCs  were  com- 
pleted more  rapidly  than  they  tradilionally  iuivc 
been.  This  seems  lo  be  es.senlmlly  an  in'o..oiuy- 
oPscalc  coiicc(ii, 

* Other  factors  (hat  diseourup,e  iiiwstmeni 
are:  chonue  orders,  (he  risk  ol  cancellations;  the 
aniiuul  lunduip  process  and  attendant  im- 
cr-rtainty,  delays  in  nei’.otiaiing  isoi  chaiun’s. 
inaliility  lo  write  cipiipincnt  off  over  the  lifcrrf 
the  contract,  nncertamly  of  total  (jfofloctnm 
runs  or  whelher  (he  coniiactor  wilt  a.lnally 
produce  its  originally  planned  |>urtion  of  Uie  run 
t.i  contractor  wilt  not  boy  a maclime  tliat  would 
be  nttraciive  for  making  a tiioosaiui  units  ol  a 
l>rudoci  if  there  is  a sultsianiial  risk  m (lie  end 
llmi  only  200--HK)  units  will  be  produced); 
slowdowns  of  production  runs.  causiiiB  es* 
pensive  equipment  lo  stand  idle  or  be  opcraie«l 
well  umler  capacily:  the  inability  to  use  highly 
specialii'ca  equipment  for  other  purposes,  the 
lack  of  coniinonality  m figliicr  planes  and  other 
hrtnbs'arv  ordcrcil  by  tlic  imlivartual  .armed 


sers'lCCs;  and.  of  Couisc,  (he  pncslbility  of  liaving 
pfonis  on  a coniraci  chuilcnged  by  ilie  Re- 
negoliiitioti  liuard  ' 

ilow  luck  of  coniuinualiiy  can  inliibit  vnpitat 
investiueiil  can  bo  esplumed  by  iuimiw  of  « 
hypoliivlicni  e-sainplv  suggested  by  one  bunker, 
rompauy  A has  wan  a contract  tu  build  a 
filditer  plane  for  the  Air  rorce  wliidi  miglit 
setve  the  Navy's  needs  as  well  llul  instead  llie 
Navy  opts  for  a sligiilly  diffeiviil  verMim  ol  Ihe 
plnnc,  and  awards  tile  coniraci  lo  t'omiwny  0 
whtcli.  luinprv  lor  bustnes.s,  lias  eticouraged  the 
Navy  to  precs  lor  a unii|ue  aiivtafl  Had 
('oinpany  -\  Iweii  able  lo  luntd  the  plane  lot  the 
Navy  0.S  well  as  the  Air  borve.  it  iinglit  havv 
Invested  in  equipment  that  would  produce 
significani  ci»sl  savings,  but  with  only  the  Air 
I'urce  contract.  Ilie  mvesimeiil  looks  uiiaili.ic- 
h\e 

Impact  of  a Capital  ShortDQO 

There  is  a btoiul  range  of  rquulou  among  Ihe 
surveyed  biintiers,  .ai  among  csocutivos  in  other 
fin.incm'  mstiiuiions,  as  lo  svhclhcr  a sevea- 
c.rp»l.il  short, me  is  In  prospect  lot  the  U.S. 
economy.  .N'cvortiK'loss  one  tiiuls  faiily  wiJc- 
spivatl  suppotl  lot  (he  view  tliat  fmaiieing 
oppoUunitk's  foi  banks  ami  otlici  insiitutiuiis 
will  increase,  .ind  that  tins  will  adveisely  affect 
defense  contraeiors’ ability  lo  seeua  IuikIs  Iroin 
esternal  sonreos  The  most  desirable  credit  risks, 
on  the  other  hand,  should  be  able  lo  get  the 
funds  ilu'y  need  :il  ivasoitable  cost 

Hole  arc  some  iiulivutiial  comiueuis  maile  l>y 
bankers 

* One  b.mi.er  loresc'cs  "luirHeouiim  needs  for 
fintincing"  in  the  fulurc  In  assessing  and 
chooMiiu  aimm»i  prosjiecnve  borriwwrs.  this 
bank  must  be  liunlcd  by  the  mlemst  of  its 
sbaa’holders.  its  depositois  (and  safety  is  (be 

'|l><-  Iteneu'Uialion  tluard  was  cfv',ileil  Uy  llic 
Kciu-^.itiali.sn  »\vi  ol  1‘fM  ( |ir  ptit|H>yr  or  ilii-  .^cl  iy 
Ihr  cliimnjliiti)  it|  cvvcvMvr  profile  <.i*>  tlriviimnrvi 

t>n  Jctinoii  lypcx  of  iK*l«*<oc  vimf  %|vi\c 
i\  Aiul  \ul>i tMifracH  tonlt  u lcit  tlcfincj 

'nont  agciKiP'c  itncliithog  Uu*  IVpaKniciu  Dr* 

IrriNC* 
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watchword  here),  and  its  concept  of  the  public 
weal.  A defense  contractor  would  probably  be 
able  to  get  financing  under  the  last  criterion  - 
but  this  is  a poor  third  in  the  listing. 

• Defense  contractors  will  stand  toward  the 
end  of  a line<luring  periods  of  tight  money. 

• Only  low-risk  businesses  have  been  able  to 
gel  public  long-term  debt  and  equity  financing 
recently,  and  defense  contractors  are  not  in- 
cluded in  this  group.  As  new  low-risk  opportu- 
nities for  lending  develop,  defense  contractors 
will  have  an  even  hjirder  time  raising  funds. 

• Banks  have  had  "tremendous  pressure"  in 
the  absence  of  long-term  debt  and  equity  fi- 
nancing for  defense  contractors.  As  there  are 
increasing  demands  from  more  attractive  clients, 
the  defense  contractors  may  find  it  even  more 
difficult  to  get  all  the  bank  financing  they  want. 

• Commercial  business  is  preferable  to  de- 
fense business  whenever  a bank  has  to  allocate 
funds. 

The  consensus  among  bankers  participating  in 
this  inquiry  is  that  on  the  whole  subs  will  have  a 
more  difficult  time  than  major  primes  in 
securing  financing  if  a capital  shortage  material- 
izes.* 

*lt  may  be  useful  to  distinguish  between  “crowding 
out”  and  a capital  shortage.  “Crowding  out”  refers  to 
the  expectation  held  by  some  economists,  government 
officials,  and  businessmen  that  to  finance  Its  current 
deficit  and  the  deficits  foreseen  for  at  le.ist  another  year 
or  two,  the  Federal  Government  will  absorb  funds  that 
would  otherwise  be  available  to  private  borrowers.  The 
capital  shortage  numerous  people  fear  - including 
spokesmen  for  ihe  New  York  Stock  Exchange  - is  a 
longer-term  I'henomenon.  Their  argument  is  that  over 
the  next  decade  the  capital  needs  of  the  private  and 
public  sectors  of  the  Onited  States  will  greatly  outstrip 
what  appears  to  be  the  likely  savings  potential  of  the 
economy,  thus  leading  to  curtailed  growth  and  higher 
unemployment.  A capital  shortage  in  this  sense  can  be 
avoided  if  there  are  substantial  changes  in  the  tax  laws 
and  federal  economic  policy.  But  even  these  changes,  the 
doomsayers  maintain,  may  not  increase  savings  enough. 

The  issue  of  the  adequacy  of  capital  investment  in  the 
United  States  is  examined  by  Albert  T.  Sommers,  chief 
economist  of  The  Conference  Board,  in  a paper  entitled 
“Capital  Formation,  Inflation  and  Growth.”  The  Con- 
ference Board,  1975. 


If  the  majority  view  that  it  will  be  tougher 
for  defense  contractors  to  obtain  outside  fi- 
nancing than  it  has  been  heretofore  proves 
accurate,  there  ^re  likely  to  be  two  significant 
consequences  for  many  of  them.  First,  they  will 
not  be  able  to  make  normal  replacement  of  their 
present  machinery  and  equipment,  let  alone 
acquire  special  equipment  that  would  help  them 
fulfill  future  contracts  more  efficiently.  Second, 
they  may  be  forestalled  from  undertaking  pro- 
grams of  diversification  - a development  some 
(but  by  no  means  all)  bankers,  and  executives  in 
other  financial  institutions  as  well,  believe  would 
be  in  the  defense  industry’s  interest. 

Diversification  — and  Preservation  of  the 
Defense  Base 

Two  other  questions  brought  up  by  the 
bankers  interviewed  are  pertinent  to  the  major 
issues  of  this  inquiry.  One  has  to  do  with  the 
possibilities  of  diversification  by  defense  con- 
tractors so  as  to  reduce  excessive  reliance  on  the 
military  market.  There  is  a body  of  banker 
opinion  that  doubts  whether  this  is  an  achiev- 
able, or  even  desirable,  goal.  Many  years  would 
elapse  before  a diversification-from-within  pro- 
gram could  make  a substantial  contribution  to 
the  results  of  a major  defense  contractor.  And  if 
diversification  were  pursued  by  acquisitions,  it  is 
doubtful  whether  more  than  a very  few  major 
contractors  could  either  mount  such  a program 
from  internally  generated  funds  or  raise  outside 
financing,  at  least  in  the  foreseeable  future.’ 
Furthermore,  as  indicated  earlier,  it  is  the 
opinion  of  some  bankers  that  defense-contractor 
managements  would  not  be  comfortable  doing 
business  in  commercial  markets.  Thus  even  if 
they  had  funds  to  diversify,  their  outlook  for 
success  is  not  promising.  In  support  of  this 
argument,  several  bankers  spoke  of  the  poor 
track  record  of  defense  contractors,  both  primes 
and  subs,  that  have  sought  to  diversify.  It 

’By  contrast  one  banker  suggested  that  for  a defense 
contractor,  hard  pressed  for  cash  but  unable  to  raise  it  in 
the  financial  markets,  being  acquired  by  another  firm  in 
a strong  financial  position  can  be  a means  of  salvation. 
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m\t*.  r*'5Jinji.:<hss  the  companies  (Myintf  prime 
hti.'Ji  above  prime?  An  o^tlifer 

cannot  tall.  The  unweighted  avenige  of,^  fi^iras 
ra^iretmiina  psrosr<tf9B  of  cnmpeiiy  <^s»  tc  DoO, 
im  esamt^,  is  higher  for  the  at»ve-iifiiw  f|rm» 
|54  percent}  than  for  the  prl»r.»-r4te  flrro  (47 
percent}  - hut  rot  much.  And  Northrop  had  a 

* Ac  • rule,  any  Ixwrower  payt  ere  then  prime  r»» 

;<i.-  tiink  bof  rowi'‘3»  dwt  ewrid  twyowl  o*»  year. 

Mireiafe  fc  omitted  bereuw,  t»ln$  prlyataiv 
«9«rb  i»  dew  iii/t  'ait*»  er.'  •nouei'  report  to  the  p»4>51c; 
CkmsrtI  Etactric  Corofooy  •..0  Anveriebn  Tef«|<wie  4 
Tiitrf/epti  Compeoy  *re  emitted  becMse  DoTD 
cwutitMtad  but  to  ;■!»»«. wt  and  3 psrc«i«t.  re«»«ctivtfy,  of 
iiWiir  total  eatet. 

''eyirendfed”  « used  beceue#  e few  of  tJ’sna 
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remains  to  say  that  bankers  are  looking  at  the 
current  diversification  program  of  United 
Technologies  Corporation  with  great  interest. 

The  second  question  represents  a challenge  to 
the  premise  that  the  present  defense  base  ought 
not  to  undergo  erosion,  that  it  should  he  at  least 
held  stable  if  not  enlarged.  While  conceding  that 
any  buyer  prefers  to  do  business  with  at  least 
two  suppliers  for  each  product  or  component  it 
needs,  that  keen  conipedtion  among  suppliers  is 
in  important  respects  bu.t.-ficial  to  DoD,  some 
bankers  believe  that  the  defense  base,  both 
primes  and  subs,  may  be  too  big  in  the  sense 


that  there  are  too  many  comireting  firjns  for 
most  of  them  to  be  assured  of  long-term 
financial  strength  and  viability.  In  this  con- 
nection it  is  pertinent  to  rehearse  two  points 
previously  raised : ( 1 ) there  is  considerable  over- 
capacity in  the  aerospace  industry:  and  (2)  at 
the  subcontractor  level,  several  firms  have 
become  significantly  stronger  as  a result  of  the 
withdrawal  or  demise  of  some  of  their  com- 
petitors. This  is  not  the  place  to  explore  the  pros 
and  cons  of  preserving  or  enlarging  the  present 
defense  base,  but  it  does  seem  fitting  to  report 
that  some  bankers  hold  a “con”  viewpoint. 
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X HIS  SECTION  of  the  report  deals  with  the 
present,  and  estimated  future,  role  of  m:\jor  life 
insurance  companies  in  tite  ilnancing  of  defense 
contractors.  It  is  based  on  interviews  coitductcd 
witit  senior  officers  of  live  of  the  country’s 
largest  life  insurance  companies.^  Because  their 
comments  exhibited  a higlt  degree  of  con- 
sistency and  uniformity,  it  is  believed  that  what 
follows  is  a fair  and  balanced  presentation  of  the 
life  insurance  industry’s  view  of  the  defense 
industry . 

Lending  Policy  and  Criteria 

For  the  most  part,  life  insurance  companies 
are  involved  in  corporate  debt  financing  througlt 
privately  placed  loans  (bonds,  notes,  etc.)  of  15 
or  more  years’  maturity  and  with  fixed  interest 
rates.  It  is  this  involvement  that  will  be  ex- 
amined here.’ 

Long-term  loans  represent  investments  that 
match  the  cliaractcristics  of  a iife  insurance 
company’s  priitcipal  liabilities:  permanent  life 
insurance  policies.  The  two  major  purposes  to 
which  long-term  life  insurance  loans  are  put  by 

'.Smaller  regional  life  insurance  companies,  according 
to  the  insurance  executives  interviewed,  play  little  part 
in  financing  defense  contractors  - at  least  major  prime 
contractors.  In  those  rare  inslanees  in  which  they  arc 
involved  in  a Mtitior  financing  by  their  standards  - a 
loan,  say,  of  $15  million  or  more  - it  is  almost  always  as 
participants  in  a consortium  in  which  they  arc  included 
with  one  or  more  of  the  larger  life  insurance  companies, 
with  that  company,  or  one  of  that  group  of  companies, 
acting  as  leader. 

The  tax  situation  of  casually  insurance  companies 
causes  them  to  place  the  bulk  of  their  funds  in 
lax-preference  iiiveslmenls  rather  than  invest  them  in 
industrial  concerns. 

discussion  of  the  pros  and  cons  of  private 
plaecmuuts  and  an  explanation  of  how  they  are  arranged 
are  found  in  an  article  by  Joseph  Van  VIcck  3rd, 
"Arranging  a Private  Placement,"  Thr  Conference  Doaril 
RCCOKf),  August,  l‘)7d,  pp.  35-38. 

Life  insurance  companic.s  also  purchase  and  soil 
publicly  traded  debt  (bonds,  convertible  debentures)  and 
equity  instruments  of  corporations. 


borrowers  are;  (1)  funding  capital  investment 
programs,  and  (2)  retirement  of  short-term  debt. 

Together  the  five  firms  participating  in  this 
study  have  several  scores  of  billions  of  dollars  on 
loan  to  U.S.  business  enterprises  - the  great 
nuyority  of  them  on  one  or  another  Forfnne  list 
of  leading  companies.  Although  it  w>as  im- 
possible for  their  representatives  to  estimate 
how  much  is  outstanding  to  defense  contractors, 
owing  to  the  necessary  imprecision  of  tlie 
definition  of  this  term  u.sed  in  this  study,  tlic.se 
five  companies  apparently  have  .several  billions 
of  dollars  on  loan  to  manufacturers  with  sub- 
stantial defense  contracts  and,  in  most  cases, 
with  extensive  commercial  business  as  well. 

As  would  be  expected,  the  principal  criterion 
observed  by  life  insurance  companies  in 
evaluating  loan  proposals  is  long-run  safety.  As 
one  executive  put  it:  "We  look  for  companies 
that  arc  solid,  stable,  that  have  been  around  100 
years  and  will  be  around  another  100.  We  prefer 
those  with  lot.<:  of  assets  and  involved  in  tnass 
production.  The  output  need  not  be  glamorous 
nor  even  highly  profitable,  but  it  must  reflect 
diversi  lieu  t ion  and  stayiitg  power.  The 

borrower’s  products  and  markets  must  appear 
guaranteed  to  us  at  least  over  the  life  of  the 
loan.” 

In  addition  to  preferring  diversilicalion  of 
product  lines  in  their  individual  borrowers,  life 
insurance  companies  impose  this  requirement  on 
their  own  portfolios  of  investments;  a broad 
cross  section  of  industries  is  sought.  There  are 
legal  limitations  on  the  percentage  of  a life 
insurance  company’s  assets  (including  equity 
investments)  that  can  be  committed  to  any  one 
firm  tiuis  in  New  York  State  the  limitation  is 
10  percent  and  in  practice  no  single  loan 
comes  clo.se  to  .such  a ceiling.  When  a borrower 
requires  a greater  sum  than  a single  life  insurance 
company  would  fed  comfortable  with,  tlie 
borrower  or  its  investment  banker  will  form  a 
financing  consortium  of  life  insurance 
companies  to  spread  the  risk. 
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To  determine  the  safely  of  a potential  cor- 
porate loan,  life  insurance  companies  subject  the 
prospective  borrower  to  a variety  of  financial 
and  operating  tests  based  upon  past  results, 
current  status,  and  outlook  for  the  future.  The 
following  listing  offered  by  one  insurance 
company  executive  is  similar  to  the  tests  others 
mentioned. 

1.  Financial  Considerations 

a.  The  health  of  the  balance  sheet, partic- 
ularly with  respect  to  capital  structure.  The 
debt/cquity  ratio  is  a key  measure. 

b.  Coverage  of  fixed  charges.  Although 
there  is  apt  to  be  a legal  constraint  — in  New 
York  State  a life  insurance  company  may 
make  an  unsecured  loan  to  a firm  only  if  tire 
firm’s  earnings  arc  1.5  times  fixed  charges,  for 
example  - typically  a life  insurance  company 
has  a more  stringent  criterion. 

c.  Debt  service  ratio.  Cash  flow  should  be 
I.S  to  2 times  the  sum  uf  interest,  rents  and 
sinkinu-fund  commitments. 

d.  Profit  ai'id  casii-flow  history. 

e.  Projected  sources  and  applications  of 
funds. 

2.  Market  and  Product  Characteristics 

a.  Sales  data  by  product  line. 

>.  Share(s)  of  markct(s)  served. 

c.  Marketing,  selling  and  distribution 
capabilitios. 

d.  Concentration  of  customers  (one  in- 
surance company  stated  it  will  reject  loan 
requests  from  companies  that  have  a single 
customer  taking  50  percent  or  luoro  of  their 
output). 

c.  Uxtent  and  natui'c  of  competition. 

f.  Opportunities  aivl  problems  of  the  in- 
dustry or  industries  in  vliicli  the  borrower  is 
involved. 

3.  Management 

a.  Caliber  of  management. 

b.  Organization  strueturc. 

c.  Planning  and  controls. 

d.  Attitudes  tow.ird  growtii  and  divcrsill- 
cation. 

4.  Other  Tests 


a.  Research  and  development  programs. 

b.  State  of  labor  relations. 

c.  Environment,  pollution  and  safety  per- 
formance. 

d.  Relations  witli  government. 

e.  Outstanding  litigation. 

All  the  life  insurance  companies  interviewed 
stressed  that,  in  their  loan  analysis,  they  are 
primarily  crcd/7-oriented,  not  product-  or  in- 
dustry-oriented. Thus,  companies  judged  to  be 
inherently  strong  and  stable,  with  a proven 
sound  financial  record,  will  be  given  financing. 

Attitude  toward  Defense  Contractors 

Despite  the  secondary  importance  they  attach 
to  a borrower’s  product  or  industry 
chaincteristics,  the  life  insurance  company 
executives  interviewed  have,  on  balance,  a 
generally  negative  attitude  toward  llnancing 
defense  contractors.  One  of  them  stated:  “We 
would  not  consider  taking  on  a new  client  that  is 
a defense  contractor,’’  and  added  that  his 
compuny*  vvoidd  be  very  reiuctant  to  exteiid 
further  financing  to  two  very  large  defense 
contractors  with  wliicli  it  presently  has  relatively 
large  loans,  Other  companies  reported  rejections 
of  specific  requests  for  loans  by  certain  defense 
contractors. 

In  another  respoiulent’s  opinion,  the  situation 
for  defense  contractors  seeking  insurance- 
company  financing  “is  about  as  serious  as  it  can 
get."  The  outlook  lor  the  future  is,  lie  said, 
equally  gloomy.  But  Ids  company  has  nut  liaci 
many  requests  for  I'inaneing  from  defense  con- 
tractors because,  he  thinks,  “they  know  they 
will  not  gel  a particularly  warm  reception.” 

There  appear  to  be  two  principal  reasons  for 
the  negative  altitude  of  life  insurance  companies 
lowaid  financing  defense  contractors:  (I)  the 
inappropriateness  of  long-term  loans  for  these 
firms,  and  (2)  perceived  risks  of  defense  con- 
tractors as  borrowers. 

Shortterm  Character  of  Contractor  Financing 
Needs 

As  noted,  insurance  companies  consider 
15-plus  years  consonant  witli  tlieir  fiduciary 
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responsibility  for  the  funds  of  their  pulicy- 
hoUkrs.  By  contrast,  the  financing  needs  of 
defense  contractors  arc  oriented  to  fulfillment 
of  their  contracts,  practically  none  of  which  is 
likely  to  exceed  five  years.  Thus  there  is  a 
pronounced  lack  of  fit  between  the  normal 
lending  horizon  of  a life  insurance  company 
(which  horizon  embraces  at  least  three 
generations  of  defense  contracts)  and  the  normal 
borrowing  horizon  of  a defense  contraclor. 
"This  kind  of  financing  is  the  area  that 
eomntercial  banks  must  carry.  This  is  not  our 
mission,"  one  corporate  fmancing  officer  stated. 

Not  all  the  insurance  company  participants 
fully  subscribed  to  this  view.  Aware  of  profits  to 
be  made  on  shortor-toim  fmancing,  some  of 
them  voiced  concern  that  they  were,  as  one  of 
them  phrased  it,  "losing  some  good  bets”  in 
failing  aggressively  to  participate  in  this  sector  of 
the  loan  market.  Indeed,  one  company  said  it  is 
making  seven-  to  eight-year  loans  "if  the  interest 
is  right."  (In  the  same  vein,  oire  of  the  hankers 
interviewed  was  puzzled  by  the  apparent 
reluctance  of  the  life  insurance  industry  to 
engage  in  internicdiato-tcrm  financing.) 

Perceived  Risks  of  Defense  Contractors 

A|>art  from  the  lack  of  fit  between  insurance 
company  lending  and  defense-contractor 
borrowing  liorizons,  insurance  company 
executives  tended  to  put  defense  contractors 
(with  a few  exceptions)  well  clown  on  the  list  of 
desirable  investment  risks,  below  most  consumer 
aiul  industrial  products  manufacturers. 

What  makes  defense  contractors  relatively 
risky  to  life  msnrancc  corporate  finance 
officers?  The  major  elements  of  risk  they 
(wrccivc  arc  ileiiii/cd  bolov'.  Many  of  them 
duplicate  the  elements  of  risk  discerned  by  bank 
lending  officers. 

. The  "one  product,  one  customer" 
syndrome.  Life  insurance  companies  expressed 
concern  about  the  risk  and  vidncrability  in- 
volved in  dealing  with  companies  that  have  only 
a limited  product  line  and  a few  customers 
(perhaps  only  one  - the  government).  Said  one 
insurance  company  investment  officer,  “The 


narrowness  of  the  defense  market  is  ha/ardons. 
By  contrast,  many  commercially  oriented 
companies  have  broader  product  lines  and 
broader  markets.  Thus,  their  risk  - and  ours  is 
dtversified."  Defense  contractors  wliose 
products  are  also  in  dcmaiul  in  commercial 
markets  ~ for  example,  electronics  firms  - have 
readily  obtained  insurance  company  finuncing. 

. Uncertainty.  Uncertainty  is  perhaps  the 
word  mos'  frequently  used  by  insurance 
companies  to  characterize  the  defense  industry. 
One  manifestation  is  the  lack  of  assurance  that 
any  single  contract  a contractor  liolds,  however 
profitable,  will  be  followed  by  subsequent  con- 
tracts - or  that  subsequent  contracts  awarded  to 
that  contractor  will  turn  out  to  be  profitable. 

A second  manifestation  of  uncertainty  is  the 
difficulty  defense  contractors  and  tlieir  lending 
agencies  have  in  estimating  accurately  the  costs 
that  will  be  incurred  in  fulfilling  a contract. 
Quite  a few  defense  contracts  involve  a first-time 
production  effort  and  e.xotic.  unlcslod  tech- 
nology. In  these  circumstances,  ouisidei's  like 
corporate  financing  officers  and  analysis  of  life 
insurance  companies  arc  frustrated  in  making 
realistic  projections  of  costs.  And  inllation  has 
taken  its  toll,  and  seems  likely  to  continue  to  do 
so.  !•vcll  where  price  escalation  clauses  have 
been  incorporated  into  contracts,  tltc  protection 
frequently  has  been  inadequate.  I'he  net  result, 
according  to  one  insurance  company  executive, 
is  that  "a  company  willi  a solid  record  of 
achievement  aiul  earnings  can  suddenly  and 
unexpectedly  have  a contract  that  proves  to  be  a 
disaster."  Another  observed'  "Things  Just  have 
to  go  wrong.  There  can  be  no  end  to  the  bugs  in 
this  business.” 

A third  aspect  of  uncertainly  of  concern  to 
insurance  company  executives  has  to  do  with 
the  inevitable  turnover  of  public  officials  who 
inlluenco  DoD  procurement  policy  and 
practices.  A change  in  national  administration  or 
even  the  biennial  changes  in  the  House  of 
Representatives  can  and  do  contribute  signifi- 
cantly to  the  uncertainty  not  only  of  procuie- 
ment  |)olicy  and  practices  but  also  of  already 
negotiated  contracts. 
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• Cancellations.  Cancellations  ol‘  defenso  con- 
tracts occur  more  tltait  ocs^asionally.  DoD 
cancellation  privilepos  are  perceived  as  being 
very  liberal,  imd  are  seen  to  be  exercised 
relatively  more  I'requcntly  than  is  the  case  with 
commercial  contracts,  While  DoD  docs  make 
stipul.'itcd  restitution  for  a cancellation,  the 
atTected  manufacturer  is  often  left  with 
machinery  and  equipment  that  has  no  further 
military  use  and  cannot  be  converted  to 
commercial  production. 

• Change  orders.  The  frequency  with  whidr 
changes  in  contract  s|>ecifications  arc  introduced 
by  DoD  during  the  life  of  contracts  is  believed 
to  be  much  greater  tlian  the  incidence  ot 
changes  made  by  buyers  in  commercial  con- 
tracts. Insurance  company  e.xecutivcs  acknow- 
ledged that  the  continuing  advances  in  the 
tecitnology  of  armaments  make  tlic  military's 
insistence  on  such  clianges  understandable.  But 
they  saddle  contractors  with  added  costs  and 
severe  scheduling  problems. 

e Difficulty  in  understaitditig  tin’  defense 
business.  The  defense  business  is  “oxtromcly 
difficult  to  understand;  it’s  hard  to  get  a handle 
on  it  in  the  way  we  can  for  a conventional 
business.”  one  insurance  company  respondent 
stated.  One  barrier,  of  course,  is  the  high  and 
very  sopiristicated  technology  entailed  in  ful- 
filling some  contracts,  Anotlicr  is  tlie  require- 
ment louiul  in  cetain  projects  that  production 
processes  or  product  charactcri.stics  be  kept 
secret  from  outsiclet^;  in  these  circumstances  it  is 
perplexing  to  appraise  applications  for  financing. 

• The  practice  of  "buying  /«  '’  '!  lie  insurance 
company  participants  have  perceived  a necessity, 
“sometimes  at  a desperation  level,”  one  re- 
spondent claimed,  for  some  defense  contractors 
to  assure  themselves  of  orders  and  backlogs.  To 
keep  key  personnel  on  the  payroll,  and  assure 
that  their  research  and  development  effort  will 
continue,  and  perhaps  in  the  hope  that  tech- 
nology developed  for  a military  project  will  have 
subsequent  commercial  applications,  these  con- 
tractors bid  aggressively  and  at  times  buy  in.  “In 
their  hearts  tliey  know  they  can’t  live  with  these 
buy-ins.”  one  of  these  respondents  observed. 


"but  they  hope  they  can  renegotiate  later  as 
problems  .trisc.”  As  for  the  transfer  of  tech- 
nology from  military  to  commercial  use.  several 
members  of  this  group  of  study  purtici|)unts 
expressed  the  belief  that,  at  least  in  recent  years, 
this  has  nircly  happened. 

. Low  profits.  Fructically  all  the  life  insurance 
company  executives  interviewed  made  the  point 
that  profits  on  defense  work  are  by  and  large 
lower  than  profits  on  commercial  business, 
Relatively  low  profits  per  se  are  not  necessarily 
an  obstacle  to  lending  by  life  insurance 
companies.  But  wlicn  they  arc  linked,  us  they 
are  in  the  minds  of  most  of  lliese  respondents, 
to  a belief  that  nearly  every  major  defense 
contractor  has  encountered  what  one  of  them 
termed  ,n  “major  disaster"  every  four  or  five 
years,  they  give  the  industry  another  black 
mark. 

. The  climate  of  doing  business  with  DoD, 
Defense  contractors,  as  life  insurance  companies 
see  it,  are  seriously  hamiwred  by  the  climate  of 
doing  business  with  DoD.  The  DoD  is  said  to 
maintain  an  adversary  relationship  witit  its 
suppliers:  there  is  not  the  cooiK'ration  and 
roa.sonablenes$  one  finds  in  the  commercial 
world.  “You  can  generally  sit  down  with  a 
commercial  customer,  analyze  problems  that 
have  arisen,  and  settle  them  quietly  and 
effectively,”  a survey  participant  stated.  The 
DoD,  on  the  other  hand,  is  cliaracterized  as 
being  hard-nosed,  rigid,  inllcxible.  It  also 
maniiVsts  little  loyalty  to  suppliers,  little  interest 
in  their  long-run  stability  and  strengtli. 

Another  untoward  element  of  the  business 
climate  is  overrcgulution.  ’’Defense  contractors” 
observed  one  insurance  executive,  “arc  being 
regulated  to  death”  The  red  tape,  confusing  and 
contradictory  regulations,  and  inllexibility  of 
the  federal  bureaucracy  that  insurance  company 
study  participants  discern  add  to  their  distaste 
for  defense-contractor  financing  - as  they  do  to 
their  distaste  for  financing  firms  in  other  in- 
du.strics,  like  transportation  and  utilities,  in- 
timately involved  with  government. 

* The  defen.se  industry's  image  problems. 
Most  of  tlie  insurance  company  respondents  are 
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troubtcO  by  what  they  perceive  as  tite  defense 
Industry’s  negative  image  for  many  people, 
including,  they  sus|>ect,  a significant  member- 
ship of  the  ranks  of  their  policyholders.  These 
respondents  mentioned  several  aspects  of  the 
iitdiistry  s image  problem:  the  linkage  with  the 
far-fronvunivcrsally-poputar  military  establish- 
ment and  the  mammoth  defense  budget;  cost 
overruns  on  certain  contracts:  congressional 
accusations  of  excess  profits  on  other  contracts; 
the  Lockheed  loan  guarantee  and  other 
government  actions  regarded  as  bailouts  for 
defense  contractors;  the  revelation  of  what  some 
term  unethical  practices  in  winning  foreign  sales. 
It  is  not  just  these  events,  but  also  the  wide- 
spread publicity  and  commentary  they  have 
attracted  - the  defense  industry,  one  re- 
spondent remarked,  is  highly  visible  - which 
have  reinforced  the  hands-off  attitude  of  in- 
surance company  executives  toward  involvement 
with  defense  contractors. 

. Other  negatives  of  tlie  industry  mentioned 
by  these  study  participants  include  tiie  exclusion 
of  interest  from  the  computation  of  contractor 
costs,  tlie  “best  and  final  offer”  syndrome,  and 
the  intiucncc  of  political  clout  in  tlie  awarding 
of  many  defense  contracts. 

Suggested  Solutions 

The  solutions  offered  by  some  of  the  life 
insurance  company  executives  to  problems  they 
identify  with  the  defense  industry  would,  if 
implemented,  reduce  the  investment  risk  they 
associate  with  these  firms.  The  most  frequently 
mentioned  suggestions  include: 

1.  Improved  forward  planning  by  DoD  would 
reduce  the  uncertainty  and  volatility  that 
presently  charucteri7.c  the  defense  industry.  It 
would  lead  to  longer  production  runs  and  some 
minimum  assured  continuity  of  orders,  which,  in 
turn,  would  significantly  contribute  to  tl\e 
stability  (and  profits)  of  defense  contractors.  It 
would  also  reduce  the  incidence  of  change 
orders  and  cancellations,  and  their  imtoward 
effects  on  contractors. 

2.  Changed  attitude  of  DoD.  A changed 


contracting  posture  by  DoD  was  strongly  icc- 
ommended.  Some  specifics:  less  bureaucratic 
rigidity;  more  understanding  of  and  reasonable- 
ness about  defense  contractors’  problems; 
adoption  of  the  forthriglit  negotiating  stance, 
including  willingness  to  make  appropriate  com- 
promises, that  cltaracterlzes  normal  coininerciul 
dealings;  and  greater  loyalty  to  contractors. 

Here  arc  some  illustrative  stateincnls: 

• “A  self-reexamination  by  DoD  is  needed.  It 
should  retreat  from  its  often  bullying  and 
bureaucratic  position  and  assume  a more  busi- 
nesslike relationship  toward  its  suppliers." 

• “What  is  needed  is  stability  of  policy  by 
DoD,  and  greater  manifestation  of  moral  re- 
sponsibility toward  (he  contractors  ns  dis- 
tinguished from  mere  financial  responsibility.’’ 

• “It  should  be  more  widely  recognized  by 
DoD  that  it  is  often  asking  a defense  contractor 
to  perform  a difficult,  perhaps  unique,  and 
certainly  high-risk  job  - one  that  a manufacturer 
for  private  industry  would  likely  refuse.’’ 

With  respect  to  greater  DoD  loyalty  to  con- 
tmetors.  the  point  was  made  that  once  ti  defense 
contractor  has  performed  capably  on  n contract. 
DoD  should  botli  recognize  and  reward  such 
performance  by  turning  regularly  to  this 
accuimilatod  expertise  in  awarding  subsequent 
contracts  for  similar  products  or  systems.  Tliis 
would  be  in  contrast  to  its  penchant  for 
“starring  all  over  again,”  as  one  respondent 
phrased  it,  with  price,  rather  than  contractor 
know-how,  typically  the  cliief  dctcrininaiU  in 
making  awards, 

A case  was  cited  in  which  a contractor  had 
developed  a unique  technology  for  a highly 
specialized  product,  ami  had  demonstrated  far 
greater  skill  in  its  production  than  any  other 
manufacturer.  But  other  companies,  utilizing  tlic 
technology,  but  with  only  limited  manu- 
facturing experience,  bid  on  a new  contract;  and 
one  of  them  won  it  based  on  a low  bid,  only  to 
have  to  go  back  later  to  DoD  to  ask  for  more 
time  and  money.  The  original  contractor  de- 
bated pulling  out  of  this  area  of  the  defense 
business  if.  as  it  seemed,  low-priced  bids  were  to 
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be  the  key  consideration,  lliis  throat  was  said  to 
hove  |>ersuadod  DoD,  in  this  instance,  to  rooriont 
its  contracting  cmpltasis  toward  porfornmnoc 
and  away  Hrom  price,  aitd  it  Ims  awarded 
subsequent  contracts  to  the  experienced  manu- 
facturer. 

If  the  DoD  more  commonly  favored  es- 
tablished performance  over  price,  "conceivably 
this  might  mean  fewer  but  more  stable  con- 
tractors,” one  insurance  company  officer 
commented. 

3.  Diversification  into  commercial  business. 
Every  nioinber  of  this  group  of  respondents 
thouglit  that  defense  contractors  ouglu  to 
diverstiy.  If  such  a company  Itad  a reasonable 
share  of  its  business  tied  to  commercial 
products,  manufactured  and  r.nnrkotcd  tlicm 
protltably,  liad  the  tlnancial  strength  gained 
tJtroiigh  divorsillcation  to  ”rol'"  with  an 
occasional  financial  reverse  from  a defen.se  con- 
tract, then  the  company  would  be  more 
attractive  us  an  investment  ri.sk.  There  was 
recognition  that  several  defense  conlracvors  arc 
undertaking  significant  divcrsificaiion  progiams 
into  commercial  markets.  United  Tochnolugies 
was  repeatedly  mentioned  as  a favorable 
example. 

Diversification,  it  was  agreed,  is  more  easily 
called  for  than  accomj)lished.  It  is  bound  to  take 
a long,  long  time  if  pursued  through  internal 
development.  And  a merger  or  acquisition 
program  would  have  to  be  massive,  requiring 
substantial  investment,  in  order  significantly  to 
affect  the  proportion  of  n firm’.s  business  in 
commercial  markets  and  to  bo  refieetod  in 
corporate  profits. 

•1.  A more  responsible  poslnro  by  Congr<>ss. 
The  life  insurance  officers  noted  that  the  use  of 
the  defense  industry  and  its  contractors  by  some 
members  of  Congress  as  political  footballs  was  a 
barrier  to  a iouiulor  and  more  baluncod  public 
understanding  of  tlic  industry's  problems,  and  to 
the  probability  of  constructive  remedial  ligis- 
lation  affecting  the  industry.  Although  this 


would  be  admittedly  difficult  to  accomplish, 
thoy  bcliovo  that  DoD  should  attempt  to 
educate  Congress  dispassionately  and  as  one  put 
it.  "with  uontrollcd,  understatod  precision  and 
acctiracy”  about  the  facts  surrounding  the 
defanso  industry.  If  this  led  to  n dami>cning 
down  of  congressional  criticism,  investors  could 
well  gain  confidence  iir  the  industry. 

5.  Increased  govornmont  manulacturing  and 
financing.  Because  of  their  belief  that  it  is  not 
realistic  to  hope  titat  defense  contractors  and 
DoD  could  (or,  in  DoD’s  case,  would  be 
politically  allowed  to)  implomoiu  enougli  of  the 
changes  required  to  move  them  into  an  im- 
proved risk  status,  several  respondents  Ibresco 
that  government  participation  in  the  manu- 
fnctuie  of  defense  products  and/or  related 
financing  will  j)iobably  be  inevitable.  Govern- 
ment financing  might  well  take  the  form  of 
guarantees  similar  to  a commercial  arrangement 
whereby  a parent  company  will  "guarantee”  n 
subsidiary's  obligations,  or  parallel  the  systems 
adopted  by  certain  foreign  governments  to 
extend  .assistance  to  their  respective  national 
industries. 

A Coming  Capital  Shortage? 

Agrei  ing  that  there  is  no  signil'icam  shortage 
of  capital  now,  life  insurance  e.xeculivos 
pressed  niixcil  opinions  about  wliether  one  is 
likely  in  the  future.  All  of  them  iniiintiiincd  that 
good  credit  risks  will  get  the  financing  they 
need,  shortage  or  not;  iiiul  sliould  a serious 
capital  shortage  materiali/.o,  the  financing 
problems  of  individual  defense  contractors  will 
be  accentuated  in  inverse  proportion  to  their 
credit  worthiiH'.ss,  fivon  in  this  event,  "perhaps 
even  the  loss  desirable  defense  contr:ictor.s  could 
get  credit  if  titoy  wore  willing  to  pay  unreason- 
able interest  rates."  one  respondent  opined.  But 
the  consensu,s  was  that  extension  of  credit  to 
unattractive  risks,  however  profitable  the  in- 
terest rate  is  to  the  lenders,  is  a basically 
unsound  investment  policy. 
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Unlike  bankers  and  tnsumnca  companies 
which  provide  flnanclnE  for  coriHirato  clionts, 
invosiinent  bunklne  firms  advise  thetr  clients 
about  flnanGlnB  and,  when  lnng>torm  outside 
firtancinB  Is  desirable,  amiti^c  for  It.  In 
coimoction  with  the  second  function,  such  u 
nrm  plans  and  sees  to  the  distribution  to 
Institutional  and  individual  investors  of  new 
equity  (stock)  or  debt  (bond)  issues.  Or.  the 
investment  banking  firm  may  try  to  place  the 
financing  privately,  most  likely  in  the  form  of 
debt  and  wllli  one  or  more  Insumnco  companies. 
(Because  of  Us  lack  of  marketability,  privately 
placed  debt  truditlonnlly  commands  a sligltily 
hiBhcr  interest  rate  thun  bonds  sold  In  the 
securiiies  morkets.) 

If,  In  de.slgiting  a hulancod  fiiiiindna  program 
for  n client,  an  invosintcnl  banking  firm 
determines  that  n portion  of  it  should  consist  of 
shorKcrm  borrowings,  the  firm  will  recommend 
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banks  and  may  liClp  the  client  to  secure  such 
financing.  I'iitally.  some  - but  not  all  - invest* 
ment  bankers  also  help  clients  sell  commercial 
paper:  unsecured  notes  with  mntttrity  of  270 
days  or  le.ss. 

The  Investment  bankers  interviewed  all  were 
associated  with  major  linns  in  this  industry,  and 
all  manifested  a distinct  preference  for  doing 
business  with  clients  with  annual  sales  over  $50 
million.  "Small  companies  like  defense  sub- 
contractors are  not  worth  our  time,”  said  one 
investment  banker.  "We're  not  geared  lor  them; 
tlte  loquirod  investment-analysis  time  and  the 
placement  elfort  can  only  be  paid  back  to  us  by 
large  dollar  financing.  Wc  also  stay  away  from 
what  we  rail  marginal  situiitiuns,  that  is. 
relatively  low  profits,  a record  of  severe  up-and- 
down  operations,  and  a limited  product  line.” 

Inve.suncMt  bankers  apply  significantly 
different  criteria  to  equity  i,ssuo.s  and  to  debt 
issues.  In  equity  issues,  tltey  are  concerned,  first, 
witli  consistency  of  proUls  ,ind,  after  that. 
growth  of  profits.  With  debt  issues,  their  eon- 


corn  iiiora  nearly  parnllols  that  of  Ufo  insurance 
companios  and  banks;  safoty  and  ability  to  repay 
the  loan  ore  paramount  consldorutions.  Thus  tho 
rollowInR  tests  thot  tnvostmont  bankers  apply  to 
a proposed  flnaitoing  will  liavo  dlff^oroiit 
emphasos  dcpoiiding  on  whether  debt  or  equity 
nnancing  is  conlcntplatod. 

1.  Earnings  ~ ovornll  rutu  and  stability  of 
growth,  balance  among  major  lines  of  business, 
projection  of  future  egrnings  both  with  and 
without  the  faellltics.  acquisitions,  etc.,  the 
proposed  financing  will  make  possible. 

2.  The  company's  record  of  fulfilling  con- 
tracts. 

3.  The  character  of  future  business:  What  sire 
and  types  of  order  backlogs  ond  uncompletod 
controets,  lasting  over  whnt  time  periods,  does 
the  company  Ituvu?  And  will  tho  contractor 
make  n decent  margin  on  ouch  of  these  orders 
and  conttacis'?  What  risks  does  it  face  In 
completing  Ilium? 

4.  The  caliber  and  philosophy  of  mnnugomeni. 

5.  The  diversity  (or  planned  diversitlcation) 
of  product  linos.  Investment  bankers  like  to  .see 
a siRniUcant  proportion  of  iioncyclical,  stable 
commercial  products  in  the  dioni's  mix. 

Attitude  toward  Defense  Contractors 

The  attitude  of  investment  bankers  toward 
defense  eontrftctor,s,  like  the  attitude  of 
eominerciul  bankers  and  insurance  company 
executives,  is  generally  negative.  "In  fact,”  s,aid 
one  invesinu'iii  bunker,  “it's  worse  tb.m  it  was 
five  or  ten  yeans  ago.  Defense  contractors  were  a 
fiivored  industry  in  the  1950'sand  I960*s.  but 
their  nvjiiagemetus  have  let  them  down  - tluy 
became  overoptimistic,  overconfident  and 
engaged  in  some  very  poor  eontniciing.”  And 
over  this  sjiiiK'  period,  tliis  respondent  said, 
political  considerations  have  forced  DoD  to 
impose  more  stringent  and  tigluer  eonlrols, 
resulting  in  an  even  more  difficult  and  de- 
manding business  clininic  for  its  suppliers. 
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Tile  now  latnillar  lluny  of  problems  affecting 
defense  conlractors,  us  voiced  by  commotolnl 
bank  and  life  insuranco  company  executives,  wus 
repealed  by  the  investment  bankers.  Those  most 
empliasizod  tnetuded; 

1.  Relatively  low  proRls  earned  by  defense 
conlroctots.  “Most  Congrossmon  are  under  the 
illusion  tlml  tlie  defense  industry  is  enormously 
proRttible  for  its  participunts,  and  so  they 
inveigle  a holpless  govermueul  into  luiylng  things 
tlie  government  doesn't  really  need."  one  study 
participant  commented.  But,  lie  went  on.  net 
profits  of  defense  contractors  are  relatively  low 
and.  for  coinpnnies  participating  in  botli  military 
and  commercial  markets,  profits  on  detbnse 
iuisiness  are  lower  than  they  are  for  commercial 
business. 

2.  The  delerlomtton  ol  dolense-contructor 
balance  sheets  over  the  past  20  years,  u.s  mani- 
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satisfactory  dcbt/etiuity  ratios. 

2.  Often  exces-siw  reliance  on  a single  type  of 
proiliu't  lie(|  to  a single  customer  ^ or,  to  put 
tbc  matter  unolliei  way.  lack  »'<  diversincaiUm. 

4,  The  nonierons  eliarneteristies  of  the 
(icl'ense  Industry  wliicli  contribute  to  its  nn* 
certainty,  l•■or  instance; 

I Luck  of  continuity  of  production. 

f Frequent  cancellation  of  projects  (frequent, 
that  is.  .ompared  to  commercial  busmess). 
deferrals  (c.g..  stretch-outs  or  pushing  delivery 
to  a Inter  date),  engineering  change  okIcis.  little 
assurance  of  a repeat  order. 

. I'hc  "cut  defense"  slogans  voiced  in 
Congress  and  ccltocd  l y some  ot  ns  con- 
stiUicncies. 

♦ The  luglily  technological  ch.;rac(ciistics  of 
numy  prx'ducts  iliat  make  tne  industry  ditlicult 
for  investment  bankers  to  uiulerstaiul  and  eval- 
uate with  certainty.  Typically  accompanying 
tins  sophisticated  technology  is  tlie  plK-nomcnon 
of  rapid  lechiiologicat  advance  with  resultant 
fioquent  thuiigo  ofdois. 

, fhe  "one  time"  effort  tluit  chaiaeten/es 


many  defense  contracts.  "What  we  want  to 
know  is  if  there  is  n iinirkot  (for  the.se  products) 
for  five  or  mofc  years  out"  staled  a respondent. 
Rotated  to  this  consldorution  is'  tlie  occasional 
"onedime"  spurt  in  earnings  that  u contract  cun 
contribute.  "But  tills  is  not  really  de.slroblo.” 
says  an  Investment  banker,  noting  that  sneli 
spurts  do  not  relloct  the  kind  of  solidity  and 
stability  (lie  invcslincnt  commimity  hopes  for 
when  analyzing  tlie  quality  of  earnings. 

5.  TIu'  lendeocy  lor  smue  contractors  to 
"buy  in"  at  unrs'ullsiu  prices,  with  ensuing 
losses  and  painful  renegotiation^. 

The  most  aigiiifiiant  consequence  of  iiivest- 
ment  bunkers'  disenchuiilment  with  the  defense 
industry  is  tliiil  lliey  do  not  expect  that  it  will 
be  fiHislble  for  its  members,  unless  tliese 
problems  are  etlmlnatcd,  to  raise  public  debt  or 
equity  capital  on  tolerable  terms  in  the  fore- 
s»ceab!e  fiitiiie.  One  investment  banker  did 
venture  an  opinion  that,  if  tlicy  get  tbeir  houses 
in  order,  some  defense  contractors  will  be  able 
to  secure  limited  equity  fin.nicing,  but  the  stock 
will  likely  have  to  be  issued  at  a perNsliare  price 
less  tiniii  per-share  book  value.  “They'll  eitlu^r 
have  to  cut  buck  their  business  or  raise  expenslw' 
equity."  anolhci  oliserved 

Suggestod  Solutions 

liivosimeiil  bankers  proposed  ,i  number  of 
sob. lions  to  these  problems,  f'eriam  of  ihese 
were  felt  by  the  respondents  to  be  realistic  while 
others,  it  was  conceded,  weiv  somewhat 
idealistic  in  tliut,  .is  one  said,  they  were  either 
"polilically  difficiill  or  even  iiniHissible  " 

1.  Pormit  the  profit  rs'turn  on  defense  co-i- 
tracts  to  rise  tsr  a level  equivalent  to  the  level  i f 
return  on  normal  comms'rtinl  contracts 

1.  Dewlop  realistic  initial  costing  and  pricing 
by  defense  coiiiractoi.s  in  coopcralioii  with  DoL 
procurcrncnt  personnel  with  tlie  object  ol 
prs'voiuing  costly  overruns  accompamed  by  nir- 
certain  renegotiated  compensation. 

,t.  ffeiit  tlie  deiensc  indiisiry  us  a piiidic 
imliiy  .1  coiribiaaiion  of  inildic  and  jnivatc 
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mutuavor  - and  assuic  im  agvc^d-upon  - a 
la&lslatcd  - level  oF  profUs. 

4.  Improve  the  Invostmont  tux  credit  and 

- "Ireaze"  It  logislntlvoly  us  u pormanont  flnanclngt 

- dovlco. 

= 5.  Bffoct  changes  in  the  UenegormUon  Act, 

fi  so  that  a defense  eontraetor  cun  balanco  ptoRls 

on  indU'Idunl  eoiUraois  ugBinst  losses  on  others. 
The  ptesonl  policy  of  ronegotlotlng  uway 
''o.\GOi!s"  profits,  but  requiring  dofensc  con- 
tractors to  absorb  any  contract  losses  Is  un- 
realistic; this  “no  win  but  can  lose"  philosophy 
curbs  motivation  to  seek  derensc  contracts. 

6.  Consider  government  guarantee  of  loans  to 
contractors,  or  establish  an  Institution  like  tho 
Reconstruct  loir  I'lnance  Corporation  for  fbndlng 
them, 

7.  Modify  the  present  congressional  year-to- 
year  appropriations  practice  winch  currently 
yields  little  stuhuuy  of  uporatlons:  assure 
defense  contractors  of  more  continuity  of  orders 

B and  backlogs  to  permit  orderly  and  efficient 

planning. 

8.  Require  that  increase  continuity  and 
.Nlabiliiy  of  defcnso-iontraotor  o|)crations  by 
awarding  longer  production  runs. 

9.  Minimize  change  orders.  Recognized  as 
frequently  inevitable  and  necessaiy,  those  orders 

I can  be  softened  in  Impact  by  timely  joint 

I consultations  between  DoD  and  tl\e  defense 

contractor.  In  any  event,  compensate  con- 
tractors equitably  for  the  R'suUant  costs  in- 
curred. 

to.  Urge  defense  contractors  to  diversify  into 
more  commorcial  products  in  a nvanner  urnt  will 
contribute  to  stability,  contiimity  ami  a sus- 
tained sales  and  earnings  performonce,  and  thus 
make  tiiesc  t'ifins  more  attractive  to  the  invest- 
ment comiiiumty. 

The  investment  bankers  interviewed  conceded 
these  were  not  "easy"  solutions.  In  fact. 

, pessimism  was  expressed  about  any  significant 

changes  arising  from  Profit  '76  or  any  related 
efforts,  because  tlic  realities  of  politics, 
especially  m the  Congress,  would  tleleut  most 


businesslike,  rcmodiat  re.comtmmdatlons.  For 
this  reason,  there  Is  a good  chance,  one  invest* 
mom  banker  said,  that  capital  may  huvo  to  bo 
allocated  by  tho  government,  with  financial 
institutions  buhig  roqulrod  to  pluco  a certain 
portion  of  thotr  avallnblo  funds  with  dofouso 
contractors,  and  in  other  sectors  of  tite  economy 
- such  as  energy,  housliq*  and  mass  trnns- 
portution  - which  the  Federal  Government 
wants  to  support  but  which  would  not  rocolvo 
adequate  financing  from  the  private  copltal 
markets. 

Future  Avoitablltty  of  Capitol 

All  the  investment  bunkers  agreed  that  up 
until  recently  no  firm  with  o record  of  steady  if 
modest  profitability  has  had  ii  problem  raising 
money.  All.  however,  also  agreed  that  this  is 
changing  and  will  become  a steadily  more 
serious  problem  us  the  Inevltuble  deimmds  for 
enpUal  Increase,  both  domestically  and  inlcr- 
nntionully.  The  potential  capital  demands  in  the 
iiivus  vif  energy',  hovising,  urban  rehabilitation, 
ecology,  environment  amt  jiollution,  new  nliuits 
and  equipment,  aiul  muss  trunsportatic  n are 
enormous. 

Another  point  of  consensus:  companies  with 
top  ratings  will  continue  to  find  financing 
uviillnble;  somewhat  less  desirable  risks  will  have 
CO  “scratch*'  to  seiiicli  iiinov.itivcly  to  find 
other  sources  uml  financing  methods  and 
perhaps  pay  ncur^cxorhitant  interest  rates;  and 
defense  comrnetors  twith  certain  e.\eeptions) 
will  find  capital  extremely  liiird  to  acqtiire.  The 
equity  and  long-term  debt  nuirkvts.  both  public 
and  private  ptmement,  will  be  largely  closed  to 
them  except  perhaps  under  virtually  imilnbitivc 
and  “tmreasoiuible"  rates  and  conditions.  And 
commercial  banks,  witli  stiU'enod  and  more 
stringent  loan  criteria  stemniing  tom',  their 
recent  spate  of  bud  experience  with  a number  of 
nondelense-mdustry  loans,  will  look  harder  at 
defense  contractors  and  impose  more  burden- 
some coodilions  on  loans  to  them.  “Tho  out- 
look."  warned  one  investment  banker,  "is  un- 
rclicvcdly  ble,ik  “ 
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Rating  Services 


It  ifUBMOD  apptopriutO  to  incliuto  in  this 
study  (he  viows  of  rating  services  - firms  that 
assess  the  strengths  and  weaknesses  of  a 
company  suuklng  long-torin  dobt  or  equity 
finonclngjind,  if  jho  pffisring^  is  to  bo  a public 
-■'M,  bestow  upon  tho  dobt  or  oqultv  in- 
^tt^rant  a pubiiely  dtssununatecl  grade  re- 
noeting  (Ikut  ussossinent,  wiiicli  is  poriodicuily 
updated.  Rating  services,  severai  bankers 
niworlod,  have  about  os  broad  and  as  dotnehod 
and  obioctlvo  a vtowpoim  concerning  dofonso 
contractors  ns  one  cun  cncountor  In  the  iinunclai 
community. 

Witirin  0 rating  service  separate  groups  make 
evaluations  of  corporate  debt  instrumonts  and 
corporate  equity  issues.  Ueproscutntivcs  of 
groups  concerned  wltli  debt  securitlc.s  at  two  of 
the  tirree  recognized  rating  services  contributed 
to  tills  report. 

Tho  Mocluinics  of  Ratings 

When  ii  compiiiiy  is  thinking  of  Scukirig,  Oi 
decides  to  seek,  public  ioiigderni  debt  financiiig 
througli  tile  sale  of  bonds,  it  or  its  invostinont 
bunker  uppronclios  the  rat ing  seivices  U>  .secure  u 
rating  from  cuch  one.  The  iittenduul  in- 
vcstipalion  by  tlie  service,  which,  among  otlter 
things,  involves  ii  mooting  with  tlie  issuing 
coiujiany's  mamigeiuent.  is  carried  out  at  that 
compony’s  expense.  AHof  the  rating  has  boon 
determined  for  un  issue,  lliere  is  ii  follow'up 
review  tmulo  iit  loiisl  once  ii  year  over  tlie  life  of 
tho  debt  security.  Upon  roqucvsl,  tlie  services  also 
make  rating  evaluations  of  firms  tliat  seek 
private  long-term  debt  finaiicing;  in  tlieso  cir- 
cumstances, tire  rating  is  nut  made  public. 

A bomi  rating  is  intended  to  be.  ns  one  other 
rating  service  inis  put  it.  "an  indication  el  tlie 
relative  degree  of  probability  of  ropuymciit  of 
the  principal  and  interest  on  time.”  This  seivice 
states;  "When  we  rate  a company,  wc  do  so  on 
ilic  basis  of  how  we  believe  tlnit  company  will 
perform  under  tho  worst  of  eunditions,  not  the 
best,"  It  recognizes  two  obligations  in  its  work 


‘T'irst,  bust  and  always,  [»«»  obligation ) to  tlie 
iiwestoi  'to  tell  It  like  it  is.'  Second,  to  bo  foir 
to  the  Issuer,  by  assigning  the  itiglicst  rating 
possiblo." 

Tho  ratings  usod  by  ono  sorvtco  arc  oxptathcd 
in  tiio  box  on  pago  33.  In  gonorat,  tho  lowor 
tho  fating,  tho  higlior  the  interest  rate  tiie 
borrower  will  have  to  offer. 

Tho  Views  of  tiia  AnalytU 
Tho  onalyst.s  at  ono  rating -lervlee  sot  forth  the 
basic  criteria  tills  service  uses  for  judging  a 
company  und  then  commentod  on  how  dofunsc 
contractors,  looked  ut  as  a class,  moosured  up  to 
llicse  crilerlii. 

1.  Tuture  eornings  protection,  by  wliich  is 
meant  coverote  of  fi.\ed  oliurges,  profit  margins, 
ond  tile  viability  und  trend  of  tliosu  mnrglns.  Tiie 
problcnvs  of  defense  contractors  with  ;,,{nrd  to 
this  criterion  are: 

11.  Uncertiilniy.  llccuuse  tliere  is  typiciiHy  ii 
tlifoe-  to  five-year  period  after  tlie  signing  of  a 
defense  coniruct  before  tlie  prodoci  oi  system 
is  delivered,  the  rating  service  is  nccessiiiily 
dealing  witli  estimates  ns  it  assesses  a defense 
contractor.  A striking  e.xample  of  uncertuintv 
is  that  contracts  typically  Imvc  inadequate 
protection  against  the  ravages  of  iiitluiiuii. 

li.  Iiuidcqu.ite  freedom  of  a.  lion  by  tlie 
contractor  and  tlie  Department  of  Defense  in 
working  out  the  inevitable  cost  problems  that 
torn  lip  over  tlic  life  of  llio  contiact.  As  tticse 
problems  arise,  rongress  and  tin'  press  moie 
likely  iliun  not  will  liave  soinetliing  to  suy 
about  lliem,  whicti  hinders  tlieir  timely  und 
proper  resolution. 

c.  llie  weakness  entailed  in  excessive 
reliance  on  a single  customer 

d Low  profit  margins  arising  fiom  over- 
aggressive  biildmg  by  conttavlors 

e.  Quesiionalile  contmnily  ol  corporate 
revenues,  tlie  jnoduct  of  (lie  contract- 
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Stgfldwd  St  Poor's  Bond  Rarlngi 

To  provido  more  dotallQU  tntlic8»loiti  of  ctodlt 
«hitlUv,  our  uaiililonat  bond  foliar  ratlngt  mov  he 
motlKiad  fly  llta  aUdltlon  of  ft  plui  or  6 rolnus  iton, 
Nvfiirt  eppropiiaio,  to  jIiow  retadvo  ttandino  within 
fha  tnaior  rellno  naiBBorls*.  Iho  only  Oxeoptloni 
MittO  In  lha  "AAA"  • Prlmo  Qrjtfa  OBtaQOfV  ond 
the  IjHor  Gntai)orijs  l»lnw  "B&"i 

Corporeto  Bonds 

Dank  Quality  Dontit  - Uitilar  protuni 
commgrcifll  hank  regulatlont  homlt  istad  in  tho 
top  lour  caujjorios  lAAA,  AA.  A.  QOU  ot  thalr 
OOuivalent)  oanerally  iro  ropardad  as  ollgiblc  for 
bank  in\i<«iitmam. 

AAA  — Oondi  ratad  AAA  are  hlQliott  groda 
obligitiont.  Tlioy  possoK  tho  ultimato  (lOQrao  of 
preteetloit  at  to  prlnclftal  end  Intaiott.  Maikotwljo 
tliey  mow  with  Intoroii  ratal,  and  hanco  provtda 
the  maximum  jjfotv  an  all  counts. 

AA  Bonds  ratod  AA  alio  qualify  as  higir 
orada  ohllgailoot,  and  In  itio  malorlty  of  instancot 
diflai  from  AAA  ItsuctOnlv  In  small  daoroc.  Haro, 
too.  prlcav  mova  with  tho  longtarm  monov 
rmark^i, 

A - Bonds  rotad  A are  lagardad  as  uppor 
mailnim  grade.  Tlioy  have  considarohio  Invostmont 
sircnijih  but  ora  not  omlivly  freo  from  adverse 
olkcis  of  changos  In  econjmic  and  trado  con' 
dltioni,  Inicrait  and  nrinclool  are  legardod  as  safr 
They  prodomlnantly  rollect  money  taws  In  then 
maikst  bahaviiK,  hut  to  somo  ukumii.  also 
oconomic  conoiuons. 

0GO  ~ The  OUd.  or  medium  grade,  category  is 
botdeillns  hotsveon  doflnitoly  sound  oWigations 


to-contract  'iiK-nlulism  ol  iltv  dvlviisv  in- 
dti'-lfv 

2 M.majtumvni  A iruon!  tvst  oi  iiMn.inc 
inent  t'.  ih  sirtplv  imndud  devotion  to  the  Mirvsval 
anil  Il'niiisli.-H:  u|  the  linn  Is  mnn.iKemenl 
eonot nir.it  111(1  on  ptoiiis  this  year  atnl  for  the 
lu'ig  tetin? 

A«  least  some  sU'lense-eonlrastoi  in  inapc- 
iiKOts  apiKiir  to  li.ivc  iH'en  stinded  by  c iiisid- 
ei.iliijiis  ih.i*  tend  to  tliveri  tlii'ii  aiii’iiiio.i  I'loiii 


and  diosa  svtiera  iha  ipocutalivo  olament  bagini  to 
predominate.  Tfiaie  tsonds  hove  odoquate  asset 
covorago  and  normelty  are  protoctod  by  istls 
factory  earnings.  Their  sutcoptibllliy  to  olianging 
oondllinnt,  psrtlcul«r|y  to  doprosslQni,  iiocoisltates 
oonstarit  wttohino.  Merkotwlto,  tho  bonds  mo 
more  responsh'u  to  businsss  and  trado  conditions 
than  to  interrst  rotos.  This  gioup  is  tho  lowest 
whtoti  (^ahllM  for  commardal  tsenk  mv«itir«nt. 

QO  — Oonds  given  a BO  rating  are  ingordod  as 
lower  metflum  groilo.  They  have  only  minor 
Invastniont  cliainctmlstlcs.  tn  the  cars  of  uLititJes, 
Inioiosi  is  aarnod  cunsistoni'y  but  by  narrow 
margins.  In  ilio  uoto  of  otiior  typas  of  obligors, 
cliarool  are  oetnod  on  aveiega  by  a fair  margin,  but 
In  poor  periods  deficit  oporolions  oto  posslhla. 

0 - Oomis  rated  as  low  at  D are  spoculaiiva. 
Gayinoiit  of  iniurosi  cannot  be  nstuiad  under 
difficult  oconomic  eondi  lions. 

CCC-CC  - Oonds  rated  CCC  and  CC  am 
outright  tpeculailons,  with  tlio  lowm  lating  ds 
noting  ttiD  more  spoculotivo.  Intorost  It  paid,  but 
cmitlntiation  is  quostlonobW  In  poriods  of  poor 
tredo  conditions.  In  the  case  or  CC  retings  the 
bonds  m.iv  Iiq  on  an  Ineome  ImsIs  end  the  payment 
may  Iw  small. 

C — Tho  tilling  of  C is  lotofyed  lot  mciiino 
bonds  Oil  whii'h  mi  luloiost  is  being  |MiiO. 

OOD-D  — All  bonds  rniod  ODD,  DD  and  D etc 
in  dolautt,  with  tho  rating  Indicating  tho  talebva 
talvogc  volsre. 

(iouic*  SUndml  ft  Poor'i  Oot)J  GunM,  Ocioinf.  107}. 
n 0 Copynghi  I07C.  S.KHliiiil  ft  Poet 's  Cotpotaiion 


the  Mnplelu•^'•  til  iiiiiiio'.e  the  liiliiii:  liiii;  deeiiis 
ilesir.ihle  Ainonp  tliisc  siiiisislciiilioris  ate 

I hi  pIVsUjV  <>J  .llilliiip  it  vit.illy  iiij- 

P"rt,tti*  ii.«ti\>)i,il  iiCvil 

Undtie  preiiii.iipiitiiiii  with  tin-  itovelop- 
nieni  .ind  ii'ieniiun  ui  ,t  fiisi-d.iss  and 
pri'ciimu'iit  If  .iml  I)  sUiIl 

I he  n's)>N>iiMbilit\  i'lit.iilvil  in  nviint  ,i 
MUiive  »»l  eiiiplos  iiiviil  Ivr  Ijipv  niuiitu'is  ui 
woikvis  III  .iivMs  wlieie  tin  ilelviiM  loiiii.iiii-r 

ii.ii  |il;iiiis 
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HATING  StIlViCtS 


- Willingness  to  take  losses  on  some  con- 
tracts in  order  to  participate  in  others  that  prove 
profitable. 

3.  Asset  protection,  especially  in  the  case  of 
default.  This  concept  embraces  the  amount  of 
property,  plant  and  equipment,  working  capital, 
and  other  tangible  assets  that  a company  can 
bring  to  bear  against  its  debt  burden  should  it 
choose,  or  have,  to  do  so.  The  disabilities  of 
defense  contractors  in  lespcct  to  asset  pro- 
tection are  two.  First,  a hail-coinpleted  contract 
has  no  market  value;  there  is  little  salvageable 
inventoiy,  which  a commercially  oriented  manu- 
facturer would  have,  and  very  few  receivables, 
which  a financial  concern  would  have.  Second, 
the  fixed  assets  of  a defense  contractor  may  well 
not  be  transferable  to  other  uses. 

4.  Indenture  terms:  the  specific  protective 
provisions  for  bond  holders.  As  a rule,  these  are 
fairly  standard  and  often  amount  to  asserting 
that  the  company  will  conduct  its  affairs 
prudently.  (The  defense  industry  presents  no 
particular  problem  regarding  this  criterion.) 

5.  Financial  resources.  These  embrace  (a)  the 
company’s  liquidity  - its  ability  to  meet  its  cash 
needs  on  time  and  (b)  its  tlexibllity  in  raising 
cash  by  short-term  borrowings,  long-term 
borrowings,  selling  stock,  or,  in  the  extreme, 
selling  assets.  Taken  as  a whole,  defense  con- 
iiiictors  are.  both  at  the  moment  and  far  tlie 
foreseealile  future,  foreclosed  from  the  long- 
term debt  and  eejuity  markets.  The  difficulty 
they  would  have  in  selling  fixed  assets  has  been 
noted  above. 

The  analysis  at  tlie  second  rating  service  stress 
tlic  following  criteria  in  assessing  corporate 
bonds: 

. Sturdy  historical  performance  in  terms  o 
profit  margins  (on  sales,  on  assets,  on  invest- 
ment). The  idea  is  that  margins  should  be  large 
enough  to  cover  fixed  charges  not  only  ade- 
quately but  comfortably  - with  room  to  spare. 

. Stability  of  earnings. 

. Predictability  of  the  future  course  of 
business,  the  certainly  of  its  continuity. 

In  their  opinion,  defense  contractors  and 
defense-oriented  divisions  of  diversified 


companies  do  not  measure  up  well  against  tiiese 
criteria.  Profit  margins  are  lower  than  they  are  in 
other  inJustries  and  give  barely  more  than 
minimal  support  of  debt  and  other  fixed  charges 
like  lease  commitments.  Moreover,  earnings  are 
volatile. 

Uncertainty  is  manifest  in  a number  of  ways. 
Contract  cancellations  are  more  than  occasional. 
DoD-mandated  infusion  of  new  technology  into 
the  product  or  system  being  made,  after  a 
contract  has  been  signed,  results  in  increased 
costs,  another  element  of  uncertainty.  And.  such 
changes  aside,  the  common  surfacing  of  work- 
aday troubles  in  fulfilling  the  contract  ob.scures 
the  outlook  for  a defense  contractor.  (Even 
experienced  contractors  miscalculate  costs,  and 
when  they  do  miscalculations  tend  to  be  of  great 
magnitude  - in  some  ca.ses  threatening  the 
solvency  of  the  company.)  Finally,  (lie  longlife 
of  some  contracts  is  still  another  source  of 
uncertainty. 

This  rating  service  takes  note  of  two  pluses 
for  defense  contractors.  The  progress-payment 
arrangement  is  constructive,  because  this  makes 
the  contractor  “ne;tr!y  wltole”  by  the  end  of  the 
contract.  And  in  recent  years  most  contracts 
have  had  provision  for  price  protection  through 
escalation  clauses,  although  this  protection  is 
not  always  adequate.  On  the  other  hand,  they 
maintain  that  another  claimed  advant;ige,  the 
spillover  of  R and  D work  funded  by  the 
govermnem  to  commCiCial  business,  is  illusory. 
Although  some  diversified  companies  have 
boasted  about  it  and  a very  few  have  capitalized 
on  it.  in  general  it  has  proved  to  be  a chimera  in 
recent  years. 

Subcontractors 

Tlie  analysts  made  these  points  about  subcon- 
tractors: 

» Subcontractors  must  be  evaluated  in  the 
context  of  the  uncertain,  unsatisfactory  re- 
lationship between  the  DoD  and  prime  con- 
tractors, Thus  subs  are  unattractive  basically  for 
the  same  reason  that  primes  are. 

« All  things  being  equal,  in  general  the  bigger 
a company  in  terms  of  market  share  and 
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finanoial  strength,  the  better.  In  tliis  light 
subcontractors  stand  at  u substantial  dis- 
advantage to  major  prime  contractors. 

. Another  disadvantage  for  siiboontractoi-s 
vis-a-vis  primes  is  that  in  slack  periods,  the  latter, 
in  order  to  keep  their  work  forces  intact,  may 
pull  back  work  that  has  been  previously  farmed 
out  to  subs. 

A recently  published  survey  of  the  aerospace 
industry  by  the  equity  department  of  one  of  the 
rating  services  contains  these  additional  ob- 
servations about  subcontractors  in  that  industry; 
margins  on  subcontracts  are  usually  lower  than 
on  prime  contracts;  as  work  gets  scarce,  subs  are 
compelled  to  underbid  their  competitors  so  they 
can  get  at  least  enough  business  to  cover  their 
overhead;  and,  good  times  or  bad,  if  a sub  has 
pricing  or  performance  disagreements  with  its 
prime,  the  prime  may  well  drop  the  sub  in  favor 
of  another  supplier. 

"’SiunUarJ  « Poor’s  indusny  Surveys:  Aerospace, 
October  30,  1975,  p.  A-27.  Copyriaht  1975  by  Standard 
&.  Poor’s  Corporation. 


Overall  Assessment 

The  two  rating  services  surveyed,  then,  are 
not  optimistic  about  the  debt  securities  of 
defense  contractors.  Their  representatives 
believe  that  the  defense  industry  must  be  per- 
mitted better  earnings  so  that  it  can  become 
sufticicntly  attractive  to  investors  to  raise  per- 
manent debt  capital  at  affordable  rates.  Further- 
more, those  contractors  that  are  highly  leveraged 
must  raise  equity  capital  if  they  arc  to  be 
successful  in  attracting  permanent  debt  capita)  - 
another  compelling  reason  for  a more  liberal 
profit  policy  on  the  part  of  the  Department  of 
Defense.  The  analysts  at  one  rating  service 
suggested  that  DoD  might  do  well  to  adopt  a 
profit  policy  based  on  contractor  ROl. 

Diversification  might  be  a promising  avenue 
for  defense  contractors.  But,  again,  most  would 
find  it  difficult  to  raise  funds  for  acquisition 
programs.  And  if  a policy  of  diversification  from 
within  were  pursued,  a long  time  would  elapse 
before  the  impact  of  that  policy  would,  h.ave  ;’.n 
impact  on  coiporate  earnings  - and  corporate 
standing  in  the  long-term  credit  market. 


1. 

! 


V 

''I 

i 

1 

I 

I 


( 


I 


I 


IV-  40 


RATING  SF.RVICES 


An  Accounting  Firm 


As  COMMERCIAL  bankers,  investment 
bankers,  and  life  insurance  company  corporate 
financial  officers  offered  their  views  about  de- 
fense contractors’  profit  margins,  tire  barriers  to 
their  investing  in  modern  equipment,  and 
whether  or  not  interest  should  be  allowed  as  an 
element  of  cost  in  negotiated  contracts,  it 
became  apparent  that  it  would  be  worthwhile  to 
elicit  the  opinions  of  independent  accountants 
knowledgeable  about  the  financial  rainifications 
of  these  contracts,  This  final  section  summarizes 
the  views  of  two  partners  of  a “Big  Eight” 
accounting  firm  - one  of  them,  among  other 
things,  in  charge  of  auditing  for  one  of  the 
country’s  larger  defense  contractors, 

Adequacy  of  Profits 

Although  this  conclusion  is  not  the  product 
of  rigorous  analysis,  over  the  years  it  appears 
that  defense-contractor  profit  ma'gins  have 
fluctuated  widely.  Certainly  a number  of  «c- 
fense  contracts  have  been  extremely  profitable. 
The  F-4  program  enabled  McDonnell  t<  rise 
from  a pigmylike  position  vis-a-vis  Douglas  to 
such  great  »'mineucc  that  it  was  able  to  acquire 
Douglas  witen  that  company’s  fortunes  declined. 
The  A-4  program  has  proved  lucrative  for 
Douglas;  tl\e  Polaris  missile  and  C-130,  for 
Lockheed.  But  overall,  the  evidence  seems  to  be 
tirat  defense-contractor  earnings  have  not  been 
sufficient  to  build  up  healthy  equity  bases. 

For  many  defense  contractois,  profits  would 
be  adequate,  even  generous,  if  each  contract 
could  be  carried  out  according  to  its  terms, 
yielding  a specified  product  or  system  in  the 
agreed-upon  time.  But  often  contractors  run 
into  problems  along  the  way,  causing  tlicm 
financial  losses  which  in  some  cases  have  been 
severe  — e.g.,  the  C5A  for  Lockheed,  ship- 
building for  Litton  Indusiries,  General 
Dynamics,  and  Lockheed.  Tlicsc  problems  have 
arisen  all  too  frequently  to  be  considered  as 
quirks  by  tlie  DoD  or  by  anyone  else.  This  may 
be  because  of  the  demandiug  tasks  imposed 


upon  contractors  in  the  development  of 
advanced  tcctmology  products  and  systems.  In 
any  event,  in  the  liglit  of  this  experience  profits 
are  not  adequate  for  the  risks  involved. 

To  be  sure,  the  Department  of  Defense  is 
obliged  to  take  the  view  that  the  contractor 
should  live  up  to  what  it  has  promised  to  do, 
and  if  it  fails  it  should  bear  the  burden  of  that 
failure.  This  is  tite  appropriate  posture  of  auy 
tough-minded  buyer.  But  if  heavy  penalties  for 
nonfulfillment  are  imposed  by  DoD,  they 
should  be  compensrited  for  by  extraordinary 
gains  for  superior  performance.  It  is  because 
opportunities  for  reward  are  not  in  balance  with 
penalties  that  financial  institutions  are  chary 
about  defense-contractor  financing,  and,  more 
specifically,  that  defense  contractors  have  had 
great  difficulty  in  raising  equity  capital.  So 
either  the  balance  has  to  be  restored  by 
providing  greater  opportunities  for  reward  - and 
this  means  whopping  big  profits  for  successful 
contractors  on  some  contracts  - or  the  risks 
have  to  be  reduced.  Were  risks  and  rewards  in 
proper  balance,  moreover,  defense  contractors 
in.igbt  well  be  able  to  raise  equity  capital,  which 
they  generally  cannot  do  today. 

Incentives  to  Invest  in  Modern  Equipment 

Providing  an  equitable  balance  between  re- 
wards and  risks  alone  will  not  greatly  enhance  a 
defense  contractor’s  propensity  to  invest  in 
cost-saving  or  efficiency-improving  f.acilities.  In 
any  cost-based  pricing  system,  a contractor  has 
little  motivation  to  invest  in  a piece  of  equip- 
ment if  only  15  percent  of  its  cost  can  be 
recovered  throngli  its  use  on  the  contract  for 
whicli  it  has  been  acquired;  tlio  other  85  percent 
of  the  cost  would  be  a highly  uncertain  specu- 
lation for  the  contractor.  Contrast  the  situation 
of  automobile  manufacturers:  they  can  be  more 
confident  (hat  any  piece  of  production  equip- 
ment can  b?  used  over  its  i-iatural  productive  life. 

Nor  IS  ‘.he  investment  credit  by  itself  an 
adequate  motivator  for  invcst:-..cnt  in  dcfcnsc- 
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dedicated  facilities,  siiu^  the  investment  credit 
may  be  applied  to  all  a contractor’s  capital 
equipment  and  buildings,  whatever  markets  a 
contractor  serves. 

What  would  load  to  greater  use  of  modern 
equipment  by  dofonse  contractors  wo\ild  be:  ( 1) 
allowance  of  vastly  accelerated  depreciation  of 
such  equipment  (recall  the  five-year  write-offs 
permitted  during  World  War  II),  and  (2)  govern- 
ment ownership  of  a greater  portion  of  the 
capital  equipment  a contractor  uses.  The  latter 
scheme  should  be  employed  more  than  it  is  at 
present. 

Interest  as  an  Allowable  Cost? 

This  is  an  issue  only  in  a negotiated  cost-based 
pricing  system.  In  commercial  markets  there  is 
no  talk  of  interest  being  an  allowable  cost. 
Whether  or  not  interest  should  be  allowable  in  a 
defense  contract  ought  to  be  decided  only  in  the 
context  of  the  lull  contract,  including  the  timing 
and  amount  of  progress  payments.  In  practice 
interest  is  implicitly  weighed,  though  not  ex- 
plicitly taken  into  account,  in  determining  the 
contractor’s  profit  margin.  If  the  price  the 
contractor  receives  yields  the  contractor  an 
adequate  profit,  obviously  there  is  no  problem; 
in  this  situation  interest  is  u phony  issue. 

But  a contractor  may  not  be  able  to  earn  a 
high  enough  profit  to  comi>cnsaie  adequately 
for  its  interest  costs.  Suppose  a contractor  agrees 
to  a price  that  will  yield  it  a margin  of  8 percent 
on  allowed  costs.  Then  its  representatives  tell 
the  DoD  contracting  officer  that  it  will  incur 
substantial  interest  costs  - to  finance  inven- 
tories, for  example  - and  that  it  should  be 
compensated  for  these.  Therefore,  the  con- 
tractor suggests  that  the  Dol)  allow  it  a 15 
pcrceni  fee  on  allowed  costs.  The  DoD  con- 
tracting officer  responds  that  this  is  not  feasible; 
the  contractor  well  knows  that  the  DoD  con- 
tracting officer  has  discretion  in  a range  of  6.5 
to  10  percent,  but  15  percent  is  beyond  his 
authority.  In  this  example,  then,  the  contractor 
may  be  penalized  for  not  being  able  to  add 
interest  costs  to  its  cost  base.  If  profit  could  be 
established  as  return  on  the  contractor’s  equity 
or  assets  - which  are  the  crucial  mea.sures  of 


profitability  — the  interest  question  might  dis- 
appear atid  more  precise  pricing  would  be 
possible. 

But  if  interest  is  to  be  allowed,  there  arc 
severe  conceptual  problems  in  defining  interest 
- some  of  then,  the  subject  of  professional 
study  and  dispute  among  accountants.  Should 
interest  be  calculated  on  the  basis  of  funds  the 
contractor  actually  borrows?  Or  should  it  be 
computed  on  the  basis  of  tlK  contractor’s  cost 
of  capital,  taking  into  account  its  cost  of  equity 
as  well  as  cost  of  borrowed  funds?  And  what  if 
the  contractor  does  not  need  to  borrow  money? 
Should  it  be  allowed  to  clurge  against  defense 
contracts  its  opportunity  costs  entailed  in  not 
having  committed  its  resources  to  other  uses? 
Finally,  accurate  allocation  of  interest  to  de- 
fense work  is  sure  to  be  difficult  for  a contractor 
that  is  engaged  in  a variety  of  businesses, 
military  and  nonniilitary.  For  example,  one 
major  contractor  currently  has  an  interest  bill  of 
many  miliions  of  dollais.  How  should  this 
interest  be  spread  among  assets  devoted  to 
profitable  contracts,  contracts  on  which  it  is 
experiencing  losses,  and  the  company’s 
opportunity  costs? 

Other  Issues 

Inflation  ha.s  so  plagued  defense  contractors 
that  the  cash  flow  generated  by  depreciation 
charges,  however  computed,  and  retained 
earnings  is  inadequate  !o  replace  their  capital 
equipment.  A commercial  enterprise  does  not 
have  nearly  so  severe  a problem  with  intlation, 
since  within  tlic  limit  of  competitive  conditions 
it  can  compensate  for  inflation  in  its  pricing. 

Defense-contractor  shortcomings.  Defense 
contractors  arc  not  without  fault  for  the  straits 
in  which  they  find  themselves.  Defense  con- 
tracting has  been  marred  by  overaggressive 
bidding  in  the  expectation  of  follow-on  business. 
Competing  contractors  sharpen  their  pencils  and 
try  to  figure  out  how  to  win  a contract  witliout 
getting  hurt  in  the  short  lun.  Defense  con- 
tractii  g is  also  full  of  high  risk  from  a technical 
viewpoint;  change  orders,  or  even  jemiuuling 
initial  specifications,  sometimes  cause  even  the 
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most  experienced  contractors  untoward  fi- 
nancial consequences.  Again,  the  fault  is  partly 
the  contractors’.  Their  engineers  tend  to  be  great 
optimists,  prone  to  unrealistically  claiming  that 
they  can  produce  a product  or  component  with 
certain  specifications  of  certain  weight  for  a 
specified  price  within  such<and-such  a period  of 
time.  On  quite  a few  occasions,  their  firms  have 
paid  for  that  optimism. 


I 

.) 


DoD  Management  and  Foiicy  Changes.  The 
DoD  is  plagued  by  successive  waves  of  manage- 
ment and  policy  changes.  In  a sense.  Total 
Package  Procurement,  Weighted  Guidelines,  and 
Profit  *76  are  !i  scries  of  gimmicks.  Defense 
Secretaries  and  Deputy  Defense  Secretaries  tend 
to  be  persons  with  strong  views  of  what  is  right 
and  what  is  wrong  in  defense  contracting,  but 
the  views  are  not  the  same  from  one  incumbent 
to  the  next.  All  this  creates  an  aura  of  un- 
desirable instability  in  the  eyes  of  the  financial 
community,  according  to  one  of  llicse  study 
participants. 


The  government  should  furnish  equipment 
(machine  tools  and  the  tike)  to  defense  con- 
) tractors  to  get  the  modern  capital  base  it  wants 

and  needs;  otherwise  this  goal  is  not  likeiy  to  be 
achieved.  For  not  only  is  there  a powerful 
negative  incentive  for  contractors  to  make  this 
kind  of  investment,  but  also  the  emerging  capital 
shortage  foreseen  by  one  of  these  respondents 
wouhl  make  it  diffiailt  for  them  to  gel  funds  for 
this  purpose  even  if  they  wanted  to.  Further- 
more, defense  contractors  ought  to  be  allowed 
routinely  and  liberally  to  use  govemmenl- 
supplied  machinery  and  equipment  for 
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commercial  work,  p.iying  appropriate  rental  for 
this  usage. 

In  high-risk  technology,  DoD  should  be  more 
wilting  to  make  trade-offs.  It  should  be  less 
wedded  to  unrealistic  and  probably  nnneeded 
performance  characteristics.  And  it  surely 
should  not  insist  on  strict  compliance  with 
contract  specifications  that  will  achieve  only 
marginal  product  improvements  at  substantial 
extra  cost. 

A cognate  recommendation  is  that  more 
equitable  contracts  should  be  established  for 
prototypes  involving  technology  going  beyond 
the  stale  of  the  art.  There  should  be  a cost- 
reimbursement  arrangement  with  incentive  fees 
and  encouragement  of  fiexible  program  manage- 
ment for  the  first  production  lot  of  ii  new 
system  or  product.  As  problems  arise,  contractor 
management  should  have  more  leeway  in  de- 
ciding on  suitable  trade-offs  among  cost,  per- 
formance and  risk. 

The  work  of  the  Renegotiation  Board  should 
be  carried  out  in  the  conte.st  of  a contractor's 
overall  results,  as  was  originally  intended.  Thus 
if  a contractor  makes  big  profits  on  one  product 
or  system,  but  suffers  a corresponding  loss  on 
another  product  or  system,  there  would  be  no 
occasion  for  renegotiation.  But  the  Re- 
negotiation Board  has.  in  the  opinion  of  one  of 
the  accountants,  mistakenly  adopted  the  view 
that,  in  this  example,  profits  on  the  liist  product 
are  subject  to  renegotiation;  whereas  the  losses 
on  the  .second  are  irrelevant,  since  they  are  duo 
to  contractor  mismanagement  or  simply  to  bad 
luck,  for  neither  of  which  should  DoD  be  held 
liable. 
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LOGISTICS  MMAGEMEDT  INSTITUTE  - 


Ctiapter  V 

USE  OF  THE  WEIGHTED  GUIDELINES  IN 
ESTABLISHING  NEGOTIATION  PROFIT  OBJECTIVES 


INTRODUCTION 

The  profit  policy  of  the  Department  of  Defense  (DoD)  is  implemented  during 
the  contracting  process  through  the  actions  of  government  contract 
negotiators.  As  a part  of  their  preparation  for  negotiation^  negotiators  develop 
pre-negotiation  profit  objectives  based  upon  policy  and  guidance  set  forth  in  the 
Armed  Services  Procurement  Regulation  (ASPR)  3-808. 

In  support  of  the  DoD  study  entitled  "Profit  '76,"  LMI  analyzed  how  DoD 
negotiators  have  used  the  Weighted  Guidelines  (WGL)  provisions  of  ASPR  in 
establishing  their  pre-negotiation  objectives.  The  analysis  focused  on  the  profit 
rates  assigned  to  the  so-called  "above-the-line"  cost  factors  (materials,  labor, 
overhead,  and  general  and  administrative  expense).  These  factors  comprise  the 
category  "Cost  Input  to  Total  Performance  (CITP)."  Other  factors,  i.e.,  risk, 
performance,  selected,  and  special,  commonly  referred  to  as  "below-the-line,"  were 
not  included  in  the  analysis. 

DESCRIPTION  OF  THE  DOD  WGL  PROFIT  POLICY 


This  Section  (1)  synopsizes  the  underlying  rationale  for  the  WGL  approach, 
(2)  summarizes  DoD's  profit  policy  as  contained  in  ASPR,  and  (3)  discusses  some 
practical  limitations  in  the  application  and  analysis  of  the  WGL. 

Underlying  Rationale 

The  basic  rationale  for  the  WGL  and  their  application  in  DoD  contracts  first 
was  presented  in  a 1963  study  report,  "Study  of  Profit  or  Fee  Policy."^  That  Study 

^Logistics  Management  Institute,  Study  of  Profit  or  Fee  Policy,  Task  62-14, 
January  1963. 
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items  sold  on  the  commercial  market*  and  thus  increased 
profits  on  the  sales  of  production  quantities).  When  DoD 
breaks  out  the  production  phase  for  price  competition, 
the  contractor  cannot  tie  development  to  production  to 
earn  a profit  on  the  composite. 

- DoD  is  seeking  state-of-the-art  advancements  v#hich  are 
dependent  upon  the  availability  of  talent.  As 
manufacturing  is  more  readily  available  than  research 
talent,  simple  supply  and  demand  considerations  make  it 
logical  to  pay  a higher  profit  for  engineering. 

- In  contrast  to  engineering,  manufacturing  activity 
generates  a large  proportion  of  its  total  volume  of 
business  on  the  basis  of  competitive  price  considerations 
(where  profit  is  not  negotiated  and  the  WGL's  are  not 
applicable). 

In-I!ouse  Cost  Items  Other 
than  Engineering  Labor 

- No  rationale  was  given  for  the  ranges  that  were  assigned 
to  these  factors. 

We  are  not  aware  of  any  post-1964  studies  which  have  measured  either  the 
effective  relationship  between  the  above-the-line  profit  weight  ranges  and 
contractors'  management  behavior,  or  have  tested  the  validity  of  the  rationale. 
Current  ASPR  Provisions 

DoD's  general  contract  profit  policy  is  stated  in  ASPR  3-808.1  as  follows: 

"...to  utilize  profit  to  stimulate  efficient  contract 
performance...the  aim  of  negotiation  should  be  to  employ  the  profit 
motive  so  as  to  impel  effective  contract  performance  by  which  overall 
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costs  Arc  economically  controllcd„.As  an  inducement  for  broad 
reduction  in  defense  costs,  the  Government  should  establish  a profit 
objective  for  contract  negotiations  which  will.* 

(i)  reward  the  contractor  who  undertakes  more  difficult  work 
requiring  higher  skills; 

(ii)  allow  the  contractor  an  opportunity  to  earn  profits 
commensurate  with  the  extent  of  the  cost  risk  he  is  willing  to 
assume~the  greater  the  risk  assumption,  the  greater  the  profit 
objective  established; 

(iii)  reward  those  contractors  who  have  an  excellent  record  of  past 
performance  and  convorsoly  penalize  those  contractors  whose 
performance  has  been  poor;  and 

(iv)  reward  contractors  who  provide  their  own  facilities  and 
financing  or  who  have  established  their  competence  through 
prior  development  work  undertaken  at  tlieir  own  risk. 

The  weighted  guidelines  method  set  forth  in  3-808.2  below  for 
establishing  profit  objectives  is  designed  to  provide  reasonably  precise 
guidance  in  applying  these  principles.  This  method,  properly  applied, 
will  tailor  profits  to  the  circumstances  of  saoh  contraot  in  suen  a way 
that  long  range  cost  red^ioh  obieopves'will  be  fostered,  and  a wl^ 
spread  of  prouts  will  be  achieved.**  {fimpiiasis  added.) 

In  ASPR  3-808.2,  it  is  stated  that: 

"The  weighted  guidelines  method  provides  contracting  officers 
with  (i)  a technique  that  will  insure  consideration  of  the  relative  value 
of  the  appropriate  profit  factors  described  in  3-808.4  in  tho 
establishment  of  a profit  objective  and  the  conduct  of  negotiations;  and 
(ii)  a basis  for  documentation  of  this  objective,  including  an  explanation 
of  any  significant  departure  from  this  objective  in  reaching  a final 
agreement...”  (Emphasis  added,) 

The  appropriate  profit  factors  are  set  forth  in  ASPR  3-808.4,  as  shown  on 
Figure  1. 
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FIGURE  1.  WEIGHTED  GUIDEUHES 


Profit  Faotops 

CONTRACTOR'S  INPUT  TO  TOTAL  PERFORMANCE 
Dlpoot  Materials 

Pwohased  Parts — — — 

Suboontraoted  Items  — — — — — 

Other  Materials — - 

Engineering  Labor — — 

Engineering  Overhead 

Manufaoturlng  Labor  — — — — 

Manufacturing  Overhead — 

General  and  Administrative  Expenses 


CONTRACTOR'S  ASSUMPTION  OF  CONTRACT 

COST  RISK 

Typo  of  Contract 
Roftsonebleness  of  Cost  Estimate 
DiffieuUy  of  Contract  Task 
RECORD  OF  CONTRACTOR'S  PERFORMANCE  — 
Small  Business  Participation 
Management 
Cost  Efficiency 
Reliability  of  Cost  Estimates 
Value  Engineering  Accomplishments 
Timely  Dellverios 
Quality  of  Product 

Inventive  and  Developmental  Contributions 
Labor  Surplus  Area  Participation 

SELECTED  FACTORS  - 

Source  of  Resources 
Government  or  Contractor  Source  of 
Financial  and  Material  Resources 
Special  Achievement 
Other 

SPECIAL  PROFIT  CONSIDERATION— See  3-808.6. 


Weight 

Ranges 


1 to  4% 
1 to  5% 
1 to  4% 
0 to  15% 
6 to  9% 

5 to  9% 
4 to  7% 

6 to  8% 


0 to  7% 


-2  to  +2% 


-2  to  +2% 


The  assignment  of  specific  weights  (values)  to  tlie  profit  factors  for  Individual 
contract  negotiation  oojectives  is  covered  under  ASPtt  3-808.5.  The  salient 
guidance  for  the  assignment  of  specific  weights  Is  summarized,  l>y  factor,  In  the 


following, 

Direct  Materials;  Normally,  the  lowest  weight  is  The  weight 
assigned  Is  to  be  based  upon  the  level  of  managerial  and  teohntoal  effort 
expended  to  acquire  the  needed  Items. 

Labor:  The  weight  assigned  Is  to  be  based  on  tho  quality,  lovel,  and 
diversity  of  talent,  skills,  and  experience  required,  espeolally  the 
amount  of  scarce  talent  and  supervision  needed. 

Overhead  and  G A A;  The  weight  assigned  is  to  be  based  on  tho  amount 
and  level  of  personnel  required,  and  the  significance  of  tho  contribution 
(I.C.,  routine  vs.  special). 

Risk;  The  weight  assigned  Is  to  be  based  on  tho  degree  of  cost 
responsibility  assumed  by  the  contractor  (I.e.,  type  of  coutraeO,  tho 
reliability  of  tho  oost  estimate,  and  the  chanoos  for  contraotor  suocess 
(I.e.,  tho  difficulty  of  the  task). 

Record  of  Contractor's  Performance;  This  relates  only  to  tho  division 
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Seleoted  Pactors:  The  weight  assigned  to  tho  amount  of  govoininont 
furnished  faollitloa  oi*  finaneial  asslstanoo  (othor  than  normal  progress 
payments)  ranges  from  zero  to  minus  2%.  Pop  technical  breohthpough 
or  extraordinary  fast  delivery  requirements,  tho  rat>ge  Is  from  zero  to 
plus  2%. 

Special  Ptoflt  Constdoratlon;  Per  ASPR  3-808.6,  mtlttary  items 
developed  at  tim  oontraotop’s  risk  (without  government  nsslstaneo)  are 
given  on  added  weight  of  1 to  4%.  On  Foreign  Military  Sales 
prooupomonts.  a weight  of  l to  4%  is  added  In  roeognitlon  of  any 
outstanding  sales  effort  exerted  ai\d  unusual  risks  n-^umod  by  the 
contraotor. 

PPQotloal  Limitations 

In  the  negotiation  of  cost  reimbursement  and  flxed-prloo-lnoontive  type 
centraeta.  fne  buyer  ai\u  soUor  must  reach  agreement  on  both,  the  total  estimated 
cost  and  on  tlie  total  dollar  amount  of  the  negotiated  fixed-  or  torget-feo,  or 
profit.  However,  beoauso  of  tlie  substantially  groator  significance  of  the  cost 
(opproximately  00%  of  price)  and  the  mandatory  use  of  tho  DD  Forms  683  which 
break  down  costs  into  tho  same  cost  ulomonts  as  used  in  tho  WGL,  cost  negotiations 
normally  foovts  on  cost  elements  wlule  profit  negotiations  focus  only  on  total  profit, 
rinis,  soparaio  profit  objectives  on  the  WGL  elements,  as  required  by  tl\o  current 
ASPR  policy,  are  meaningful  only  in  establishing  the  Government's  pre-negotiation 
profit  objective.  Tl»e  effect  of  the  .ASPR  profit  poltoy  is  detornunod  by  how  the 
DoD  negotiators  actually  apply  the  i>ollcy  In  establishing  thoir  pre-negotiation 
profit  objectives. 
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THE  DATA  BASE 
Soufoes  of  Profit  PatCL 

Profit  duia  ai'O  available  ifoin  tbroe  forms  prepared  by  DoD  contract 
0 

tiogoUatorst 

- DD  Form  1B47,  Weighted  auidollnes  Ppofit/Feo  Objootive 

- DD  Form  1499»  Ueport  of  Individual  Contract  Profit  Plan 

- DD  Form  ISOO,  Report  of  Contract  Completion 

The  primary  source  for  pre-nogotiatlon  profit  objectives  data  is 
DD  Form  1647.  Negotiators  prepare  this  form,  prior  to  negotiation,  in  order  to 
establish  a profit  objective  In  aocordance  with  the  WQL  format  set  fortl\  In 
ASPR  3-804.4.  The  Form  1547  becomes  part  of  the  controct  file.  However,  It  Is 
not  utilized  in  any  formal  data  eollectlon  effort. 

A secondary  data  source  is  DD  Form  1499,  It  is  prepared  after  the 
negotiation,  Data  on  ti\o  profit  objective,  from  the  Form  1847,  is  included  on  Uie 
1499,  limited  to  the  percentage  profit  objective  only  on  tlm  ’'bolow-tim-lino" 
elements  of  total  estimated  cost,  risk,  porforinanoe,  selected  factors,  and  special 
profit  oonsidertUion. 

A third  source  of  data  is  DD  Form  1500,  "Report  of  Contract  Completion." 
This  form  provides  data  only  on  the  total  initial  dollar  and  percentage  amount  of 
profit,  and  tho  final  earned  profit. 

In  focusing  on  the  use  of  WGL  In  establishing  pro-nogotiation  profit 
objectives,  the  above-ttm-Une  profit  factors  are  significant  because  tins  is  tiow  tiio 
CITP  profit  rate  Is  justified.  Analyses  of  both  Form  1547  and  Form  1499  data 
indicate  that  CITP  represents  approximately  60%  of  the  total  profit  objective. 

^A  copy  of  each  of  the  three  forms  is  provided  in  Appendix  A. 
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Data  taken  from  tho  Forms  1409  and  1500  are  cumulalod  Dy  iho  DoD  and 
reportod  oaoh  fiscal  year  by  the  DoD  Comptroller,  The  PY  75  report  Is  considered 
a sufflciont  souroo  of  ''bolow-the-Uiie'*  profit  information.  Abovo-the-llne  data  are 
available  only  from  the  DD  Form  1547.'^ 

Data  Paso  for  Analysis 

Each  of  the  Military  Dopartmonts  pfovidod  copies  of  thoir  completed 
Forms  1547  on  PY  75  pricing  actions  of  over  $l  million.  Of  nearly  800  Forms  1S47 
provided,  approximately  60  wore  oltmlnated  for  tho  following  reasons; 

- contract  typo  not  Indicated 

- commodity  typo  not  Indicated 

- profit  $ end  % of  cost  could  not  bo  reconciled 

- illegible  data 

- incomplete  data 

- small  dollar  values 

\ slgnlficont  number  of  discrcponcles  in  the  Forms  1547  were  corrected,  as 
follows; 

- Cost  and  profit  dollar  figures  wore  cheeked  for  arithmetic  accuracy. 

Where  errors  wore  obsorved,  if  the  correct  figures  could  bo 
ascertained,  correction  was  made;  otherwise,  the  1547  was  deleted 
from  tho  data  base. 


^DoD,  Office  of  tho  Assistant  Secretary  of  Dofen.su  (Comptroller),  Profit 
Ratos  on  Negotiated  Prime  Contracts,  FY  1975,  3 February  1976. 

‘^Because  profit  objectives  on  major  above-tlic-line  cost  elements  are  as 
significant  as  below-the-linc  profit  factors,  it  would  be  worthwhile  for  DoD  to 
collect,  analyze  and  report  the  Form  1547  data  on  the  same  general  basis  us  the 
Forms  1499  and  1500  data,  Currently  tho  DoD  does  not  do  so. 
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- Costs  which  clearly  fit  under  one  of  the  more  definitive  categories 
occasionally  were  carried  in  the  "other  costs"  category.  (For 
example,  a major  subcontract  was  listed  under  "other  costs"  in  order 
to  assign  it  a different  profit  weight  than  was  assigned  to 
"subcontracts"  in  general.)  In  such  cases,  the  cost  and  profit  dollars 
were  transferred  from  "other  costs"  to  the  appropriate  definitive 
cost  category. 

- The  profit  percentage  rates  listed  on  the  Forms  1547  often 
inaccurately  reflected  the  eost/profit  relationship  due  to  either 
arithmetic  error  or  rounding.  Because  of  this  and  the  adjustments 
mentioned  above,  for  each  cost  category  on  each  Form  1547,  the 
corrected  profit  dollars  were  divided  by  the  corrected  cost  dollars 
and  the  result  used  in  tiie  data  base. 

This  screening  and  correcting  process  netted  535  pricing  actions  (165  Army, 
87  Navy,  and  283  Air  Force)  completed  in  the  period  July  1,  1974  through 
December  31,  1975.  These  actions  represent  a total  of  $6,181,881,564  cost  (profit 
excluded)  with  an  above-the-line  profit  of  $367,273,277  (profit  on  risk, 
performance,  etc.,  excluded).  The  sample  is  distributed  by  contract  type  and 
commodity  categories  as  shown  in  Taole  1. 

ANAL /STS 

5 

ni8  DD  Form  1547  sample  data  base  reveals  median  profit  of  5.95%  on 
CITP,  ?..  on  risk,  1.0%  on  performance,  and  minus  0.1%  on  all  other  factors, 
with  a total  profit  of  9.8%.  By  comparison,  the  DoD  Comptroller  report  for 

^The  median  developed  by  LIVIl  on  its  sample  data  is  weighted  based  upon  cost 
as  included,  by  element,  in  the  Forms  1547.  The  Comptroller  median  is  not  cost 
weighted. 


TABLE  1.  DISTRIBUTION  OF  DATA  BASE 


No.  of 

Cost 

BY  CONTRACT  TYPE 

Actions 

(000s) 

Cost-Plus-Fixed-Fee 

88 

$ 703,133 

Cost-Plus-Incentive-Fee 

78 

1,775,498 

Fixed-Price-Incentive 

112 

1,786,558 

Firm-Fixed-Price 

247 

1,735,075 

Fixed-Price-Escalation/Fixed-Price- 

Redeterminable 

10 

181.617 

TOTALS 

535 

$6,181,881 

BY  COMMODITY 

Aircraft.  A Aircraft  Engines 

146 

$2,694,606 

Missiles  jc  Space  Systems 

109 

1,191,921 

Ships 

24 

995,887 

Vehicles 

11 

163,595 

Weapons  & Fire  Control  Systems 

37 

161,714 

Ammunition 

47 

171,004 

Electronics  A Communications 

133 

742.869 

Logistics  Support  Services 

28 

60,285 

TOTALS 

535 

$6,181,881 

FY  1975,  based  upon  DD  Form  1499  data,  shows  median  profit  of  6.5%  on  CITP, 

3.0%  on  risk,  0.2%  on  performance,  and  0.0%  (zero)  on  all  other  factors,  with  a 

total  profit  of  9.9%.  The  above-the-line  factors  (comprising  CITP)  account  for  65% 

of  total  profit  as  reported  by  the  Comptroller, 

and  60% 

of  the  total  in  the 

Form  1547  sample. 

Thus,  the  data  base  developed  for  this  analysis  is  considered  to  be  a valid 
sample-one  that  can  be  used  to  examine  how  negotiators  have  used  ASPR  guidance 
in  developing  above-the-line  profit  objectives.  Results  of  the  analysis  follow. 
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Profit  Objectives  Have  a Narrow  Range  and  are 

Skewed  Toward  the  Top  of  the  Range 

The  cost  element  profit  objectives  tend  to  be  skewed  toward  the  high  end  of 
the  ASPR  authorized  ranges.  Approximately  50%  of  the  costs  are  assigned  a profit 
in  the  third  quartile  of  the  authorized  range.  Further,  approximately  70%  of  the 
costs  in  each  category  were  assigned  objectives  within  a one  percent  range.  These 
distributions,  along  with  the  mean,  median,  and  mode  profit  rate  for  each  cost 
element  are  shown  in  Table  2.  The  distribution  of  cost  by  quartile  for  each  cost 
category  are  shown  in  Figures  2 through  9. 

Profit  Objectives  are  Higher  on  the 

Lower  Risk  Types  of  Contracts 

Above-the-line  profit  objectives  are  higher  on  cost  reimbursement 
(CPFF  & CPIF)  contracts  and  lower  on  fixed  price  (FFP  A FPI)  contracts,  as  shown 
in  Table  3.  This  is  caused,  in  part,  by  the  relative  distribution  of  costs,  shown  in 
Table  4.  Cost  reimbursement  contracts,  common  for  R&D  work,  contain  a higher 
proportion  of  engineering  effort  (which  bears  the  highest  profit  weight).  Fixed 
price  contracts  contain  a higher  proportion  of  purchased  direct  materials  (which 
bear  the  lowest  profit  rate).  Also,  as  cost  recovery  usually  is  faster  under  cost 
reimbursement  contracts,  the  CITP  profit  rates  will  tend  to  provide  a relatively 
higher  return  on  investment  on  low  risk  contracts  than  on  high  risk  contracts. 

r it  Objecvives  Differ  Significantly  from 

Vhe^;d-'points  of  the  ASPR  Ranges 

There  is  a significant  difference  between  the  mid-points  of  the  ASPR  range 
per  cost  category  and  the  actual  profit  objectives.  This  is  illustrated  in  Table  5. 
Column  A shows  an  "average”  contract,  based  on  the  total  Form  1547  sample. 
Column  C shows  the  relative  amount  of  profit  on  total  cost  attributable  to  each 
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MANUFACTURING  OVERHEAD  } C5A 


FIGURE  R 


T>.BLE  3.  DISTRIBUTION  OF  MEAN  PROFIT  KATES 
(WEIGHTED)  BY  COST  CATEGORY  AND  CONTRACT  TYPE 


Cost  Category 


Contract 


CPFF 

CPIF 

FPI 

FFP 

Contracts 

Purchased  Parts 

2.4% 

3.0% 

3.2% 

3.1% 

3.1% 

Subcontracts 

4.2 

3.5 

4.1 

3.7 

3.5 

Other  Materials 

3.2 

2.7 

2.7 

3.1 

2,9 

Engineering  Labor 

12.6 

11.7 

12.3 

12.3 

12.1 

Engineering  O/II 

7.6 

7.4 

7.6 

7.6 

7.5 

Manufacturing  Labor 

6.9 

7.5 

7.8 

7.5 

7.5 

Manufacturing  0/H 

5.7 

5.6 

6.1 

5.8 

5.9 

Other  Costs 

3.8 

3.6 

6.4 

6.0 

5.6 

a & A 

7.2 

7.0 

7.2 

7.1 

7.1 

Total  Cost 

7.0% 

6.4% 

5.7% 

5.3% 

5.9% 

TABLE  4.  DISTRIBUTION  OF  COSTS  BY  COST  CATEGORY 
AND  CONTRACT  TYPE 


1 

1 

i Cost  Category 

Contract  Type 

CPFF 

CPIF 

FPI 

FFP 

All 

Contracts 

' Purchased  Parts 

10.1% 

7,3% 

18.4% 

22.4% 

15% 

i Subcontracts 

18,0 

23.9 

17.6 

22.1 

21 

Other  Materials 

1,4 

1.7 

3.7 

3.2 

3 

i Total  Direct 

Materials 

29.5% 

32.9% 

39.7% 

47.7% 

39% 

Engineering  Labor 

21.5% 

15.9% 

5.0% 

3.9% 

10% 

Engineering  0/H 

18.8 

14.9 

4.9 

4.8 

9 

Manufacturing  Labor 

12.1 

10.0 

17.0 

10.9 

12 

! Manufacturing  0/H 

3.0 

10.2 

18.4 

16.7 

14 

Other  Costs 

7.5 

6.9 

6.6 

6.5 

7 

G & A 

7.6 

9.2 

8.4 

9.5 

9 

Total  Value 
Added 

70.5% 

67.1% 

60.3% 

52.3% 

61% 

Total  Cost 

1 

100.0% 

100.0% 

100.0% 

100.0% 

100% 
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cost  category.  Coluinns  U and  F show  tl^o  Goinpafattve  profits  based  on  the  mid- 
points of  the  ASPU  authorized  ranges.  Were  profit  objeettvos  blustered  at  tho 
ASFll  mld-polnts,  profit  would  deorooso  about  0.33%. 

Profit  Ob.loetlyes  are  Lower  for  Work  that 

RemiirW  the  Investment 

This  Is  Illustrated  In  Table  G,  which  compares  the  distribution  of  profit  dollars 
by  coat  category  for  both  tho  weighted  mean  profit  weights  derived  from  the 
Form  1647  data  sample  and  tl^c  ASPlt  mid-point  profit  rates.  Column  F Indicates 
that  tho  pre-nugotlation  profit  objectives  provide  more  profit  on  purchased  direct 
materials,  which  require  little  Investnmnt,  than  would  result  from  applying  the 
ASPU  mld-polnt  rates.  On  the  other  Imnd,  for  the  value  added  by  in-house  work, 
which  requires  more  contractor  investment,  the  objectives  provide  loss  profit  than 
tho  ASPR  mld-polnts  would  yield. 

CONCLUSIONS 

Two  major  conclusions  of  significance  to  the  Profit  Policy  Study  Group 
emerged  from  this  analysis,  as  follows: 

- The  WGti,  In  practice,  give  less  profit  wetgl)t  to  contractor 
Investment  than  wouT^esult  from  moroiy  usTnF^thc  mid-points 
of  the  authomed  profit  ranges. 

The  ASPU-authorlzed  above-the-lino  profit  weight  ranges  inherently 
provide  higher  profits  on  ooutrnots  which  utilize  liighor  amounts  of 
contractor  capital  investment.  This  results  from  assignment  of 
lower  profit  weight  ranges  to  the  costs  of  dlroct  materials,  which 
normally  require  relatively  low  investment,  and  higher  profit  weight 
ranges  to  the  value-added  cost  elements  (such  ns  engineering),  which 
normally  require  iiighcr  levels  of  investment.  However,  in 
establishing  pre-negotiation  objectives,  the  DoD  negotiators  put 
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slguiriountly  more  profit  weight  on  direct  material  cost,  and  less  on 
the  valuo  added  costs,  than  would  resait  (rorc  opplylng  tho  ASPR- 
authorized  profit  range  mid-points. 

DoD  negotiators’  pre-negotiation  profit  oblootives  on  total  above- 
t[m-Une  posts  i6nT)~aroilWQrs^^^^ 

CITP  profit  objoptivos  are  hlglier  for  low  risk  cost  reimbursomont 
oontraots  and  lower  for  high  risk  flxed-prloo  oontraots.  This  la  a 
coiiaaqupnQQ  of  higher  profit  rates  on  englnaorlng  effort,  moat 
aasooloted  with  rosearol^  and  davelopmont  work  porformed  under 
post  relmbupspmont  contracts,  and  lower  profit  rates  on  matorials 
cost,  moat  associated  with  production  effort  under  fixed-price 
contracts, 
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APPENDf.'  A 


DD  Form  1547,  Weighted  Guidelines 
Proftt/Feo  Objocttve 

DD  Form  1499,  Report  of  Individual 
Gontraot  Profit  Plan 

DD  Form  1500,  Report  of  Contract 
Competition 


I 
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AN  EVALUATION  OF  THE  TEST  OF  THE  EMPLOYED 
CAPITAL  CONCEPT  OF  PROFIT  ESTABLISHMENT 
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PURPOSE  OP  THE  STUDY 


Culminating  several  years  of  analytic  effort  and  policy 
development#  the  Department  of  Defense  released  for  voluntary 
use  a new  concept  of  profit  establishment.  When  introduced 
to  the  procurement  coiroaunity  in  1972  by  DPC  107  the  employed 
capital  concept  contemplated  adjusting  the  weighted  guidelines 
developed  profit  objective  to  take  account  of  the  total  capital 
estimated  to  be  employed  by  the  contractor  in  the  procurement 
being  negotiated.  For  a number  of  reasons  which  are  beyond  the 
scope  of  this  study  the  policy  was  made  voluntary  rather  than 
mandatory  although  management  took  an  intelest  in  seeing  that 
it  was  fairly  tested.  Despite  considerable  pressure#  however# 
less  than  20  instances  of  use  were  recorded. 

At  the  request  of  the  Profit  ‘76  study  director,  Brig  Gen 
Stansberry,  the  Air  Force  Business  Research  Management  Center 
devised  a questionnaire  which  would  capture  the  after-the-fact 
reactions  of  both  covernment  and  industry  personnel  who 
actually  implemented  the  employed  capital  concept.  It  was 
recognized  that  in  an  after-the-fact  situation  involving  only 
successful  trials  of  the  DPC  107  profit  policy  the  findings 
would  be  lir.ited. 
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Also  although  every  attempt  was  made  to  pr«,'vent  bias  in 
resiX>nseS/  there  is  no  certainty  that  we  v/are  successfvil. 
Further,  the  research  v;as  hampered  by  the  passage  of  time  and 
accessability  of  persons  who  were  associated  v,'ith  the  trials. 
However,  within  these  limitations  the  study  is  intended  to  shed 
light  on  two  dimensions  of  the  DPC  107  experience. 


a.  The  implementation  aspects  of  the  policy;  i.e.,  how 
the  respondents  perceived  the  policy  to  amend  their 
existing  approach  to  profit,  (which  was  req^iired  if  DPC  107 
was  to  be  utilized  generally) , and; 


b.  Hov;  the  policy  operated  in  the  course  of  the  negotiation 
process;  i.e,  what  costs  and  benefits  were  perceived  by  the 
users  of  the  employed  capital  concept. 

Measuring  the  perceived  responses  of  the  government  and 
industry  negotiating  teams  who  vised  DPC  107  the  study  provides  a 
docvimented  history  of  how  these  users  perceived  the  employed 
capital  concept.  It  cannot  be  and  should  not  be  generalised 
beyond  the  respondents  and  their  particular  circumstances. 
Qualitatively,  however,  the  study  offers  insight  into  the 
policy  formulation  and  the  policy  content  issues  surrounding 
the  DPC  107  experiment. 
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APPROACH 


Basic  Approach 

The  BRMC  approached  this  study  as  a change  manayement 
problem.  DPC  107  was  viewed  as  a nev;  performance  program 
requiring  both  DOD  and  contractor  pfetsonnel  who  normally 
analyze  and  negotiate  contract  costs  and  profits  to  approach 
the  profit  portion  of  their  tasks  differently  than  they  had 
been  accustomed  to  using  the  usual  ASPR  weighted  guidelines. 
Purthermore  the  differences  were  regarded  as  fundamental, 
i.e, , requiring  new  actions  as  opposed  to  slightly  altering 
existing  rules,  procedures,  etc.  For  example,  an  entirely  new 
component,  employed  capital,  had  been  inserted  in  the  DPC  107 
policy.  Thus  this  constituted  a major  change  in  the  perform- 
ance program  which  DOD  and  contractor  negotiating  personnel 
employed. 

Model 

To  identify  variables  a model  was  employed  which  regarded 
the  change  management  problem  as  involving  three  fundamental 
phases. 


a.  Recognition  of  need  for  a new  profit  policy.  This 
directed  attention  to  the  issue  of  whether  the  respondents 
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perceived  a need  for  improvement  in  the  Defense  Department's 
approach  to  profit  objective  development  and  subsequent 
profit  negotiation. 


b.  The  perceived  costs  involved  with  implementing  the  new 
profit  policy  established  by  DPC  107. 

« 

c.  The  perceived  benefits  of  using  DPC  107 's  new  profit 


policy 


The  model  approaches  the  question  of  change  of  implementa- 
tion , therefore#  from  the  viewpoint  of  perceived  need#  cost# 
and  benefit  to  those  who  must  employ  the  policy.  To  the  extent 
that  it  is  valid#  it  offers  valuable  Insights  into  the  policy 
promulgation  process.  Figure  1 illustrates  the  basic  approach 
to  change  management  used  in  this  research* 


FIGURE  1 

0RGA*'IXm’I0:h\L  CEMIGE 


Original  Performance 
Equilibrium^  | 


Sour<je:  hta!|a  and  l.’jbff,  p.f  6; 


iDspjroved  p|irformo|fce  Equilibrium 
j I TBt4 

K ^ 
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Population 


To  tot t the  *nodel  the  total  DOD  experience  with  the  DPC 
107  employed  capital  concept  was  identified*  Exhibit  1 lists 
the  contractors  and  defense  department  procuring  activities 
Involved*  These  comprise  the  nine  test  cases  which  were  per- 
formed by  Defense  Department  procuring  activities  prior  to 
issuance  of  DPC  107,  plus  six  additional  applications  which 
were  performed  by  defense  procurement  activities  under  the 
DPC  107  policy  guidance*  While  the  study  effort  knew  of 
several  other  attempts  which  were  contemplated  by  procuring 
activities,  we  are  confident  that  only  15  applications  actually 
occurred* 


Fojf  each  application  sitvxation,  i.o,  , the  govornmcnb 
and  industry  neyotiating  teams,  nine  functional  participants 
were  idontifiod.  These  reprecontatives  were  interviov/od  to 
collect  systematically  hi)eir  porceivod  responses  to  the  DPG  107 
policy.  The  Procuring  Contracting  Officer,  contract  nogotiatoxv 
price  analyst.  Administrative  contracting  Officer,  and  OCAA 
auditor  were  identified  as  contributors  to  the  development  of 
the  government's  profit  position  and  thus  directly  involved  in 
DPC  107  implementation.  The  contractor's  negotiating  team  was 
considered  as  consisting  of  the  contract  negotiator,  his  super- 
visor, the  financial  analyst  responsible  for  preparing  the 
contractor’s  employed  capital  position,  and  the  corporate 
official  who  would  approve  and  ultimately  sign  the  contract. 

Not  all  of  the  principals  were  available  for  this  study 
Xn  a few  cases  two  years  had  elapsed  since  the  initial  appli- 
cation, and  some  of  the  people  involved  had  retired,  left 
government  service,  transferred  to  other  organizations,  or 
otherwise  departed  from  the  scene  and  were  thus  unaccosslble. 

In  other  situations  the  negotiating  team's  composition  did  not 
include  all  of  the  identified  participants.  Because  of  the 
new  policy's  significance,  the  management  level  selected  to 
participate  differed  or  in  some  instances  the  toara  <Ud  not  have 
members  available  for  the  separate  functions  identified.  These 
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functions  wofe  in  thoso  inataneco  usounod  by  other  tear  mombors. 
Another  constraint  on  the  size  of  the  participating  population 
involved  repeat  applications,  A total  of  ll>  of  those  intorviov;od 
participated  in  mors  than  ono  nogotiauion  Involving  umployad 
capital.  Thus  the  population  si«a  was  Iona  than  would  have 
boon  exporienced  had  each  uao  of  employed  capital  boon  aopnrnto 
and  unique. 

The  final  population  consistood  of  61  individuals.  Six  of 
thooe  could  not  bo  included  in  tho  data  collection  effort  for 
various  reasons.  Thus  the  final  data  collection  of fort  concontratod 
on  55  individual  respondents.  These  were  divided  20  from  govorn- 
ment  agoncioa  and  27  from  contiMctor  organizations. 

Survey  InGtrun\ent 

Considering  tho  time  available  for  data  collectioUf  i.ssues 
to  bo  examined,  variability  of  responses  which  could  be 
expected,  and  related  issues  it  was  decided  to  employ  an 
interview  method  of  collecting  data.  This  permitted  the 
interviewer  to  assess  both  the  clarity  of  recollection  and 
the  degree  of  bias  with  which  tho  respondent  addressed  the 
issues  being  examined.  In  addition,  it  was  believed  that  a 
survey  would  both  require  too  much  time 


to  secure  results  and 
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would  necjatively  aCfoct  the  extent  and  quality  of  rosponsu.  In 
addition  as  coraplex  iasuoa  were  involved  tho  interviews  pemittod 
collection  of  first  hand  responses  to  policy^  This  was 
considQ'^ed  to  be  extremely  important  in  permitting  a meaningful 
evaluation  of  the  Dl'C  107  experience. 


Data  colleobion 


An  interview  questionnaire  was  designed  and  questions 
formulated  to  address  the  basic  constructs  of  need,  perceived 
costs  and  perceived  benefit.  The  questionnaire  was  field 
tested  with  several  individuals  who  were  knowledgeable  of  both 
the  procurement  and  of  the  research  problems  involved.  Numurous 
changes  and  improvements  were  made  in  the  course  of  the  field 
testing.  Actual  data  were  then  gained  by  personal  interviews 
with  each  respondent.  Kach  interview  consumed  between  30 
minutes  and  an  hour  and  was  conducted  in  the  respondent's  office, 
Responses  were  recorded  immediately  or  in  those  instances  where 
circumstances  prevented  extensive  note  taking  were  recorded  as 
soon  as  the  interview  was  terminated.  Also  every  effort  was 
made  to  insure  that  the  data  obtained  were  both  accurate  and 
uncontarainated  by  interviewer  bias.  The  interviewer  consciously 
attempted  to  avoid  biased  responses.  Thus  in  some  issues  no 
data  were  recorded  rather  than  a response  which  was  perceived 
to  be  obviously  "sanitized.* 
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FINDINGS 


Need 


Five  questions  were  developed  approaching  the  need  for 
policy  change  construct.  Because  it  would  be  impossible  to 
secure  responses  to  such  a question  if  directly  phrased, 
various  proxies  v;ere  employed.  These  were  expectations  and 
reaction  to  the  employed  capital  policy,  perceived  management 
support  ai'jd  immediate  management  attention,  concern  regarding 
cost  of  capital,  and  need  for  a role  for  return  on  investment 
in  profit  establishii’.ent.  The  responses  were  categorized  by 
industry  and  government  source.  In  addition  to  computing  the 
percentage  responses  by  category  a chi  square  analysis  was 
performed  to  test  the  difference  betv/een  industry  and  government 
reactions  , Exhibit  2 summarizes  the  findings  v/ith  regard  co 
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It  is  interesting  to  note  that  government  respondents 
consistently  viewed  the  new  policy  with  less  enthusiasm  and 
perceived  lower  managera^nt  interest  than  did  their  industry 
counterparts.  This  is  confirmed  by  a chi  square  analysis 
which  suggests  that  in  four  of  the  *lve  instances  the  differ- 
ences between  industry  and  governnitut  respondents  had 
approxiraately  a 10%  chance  or  being  caused  by  chance  alone. 
This  suggests  that  government  respondents  view  the  profit 
issue  differently  than  their  industry  counterparts. 


Cost  of  Implementation 


The  question  of  perceived  costs  of  implementing  the 
employed  capital  concept  was  difficult  to  explore.  Five 
questi-ons  were  developed  to  shed  light  on  this  issue.  These 
involve  the  form  completion  problem,  data  collection  problem, 
and  comparative  times  of  using  employed  capital  concept  on  the 
procurement  in  question,  on  a different  organization,  and  on 
a second  application  involving  the  same  agenc;^  or  organization. 
Exhibit  3 sununarizes  the  findings  on  these  issues. 
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EXHIBIT  3 


PERCEIVED  COST 
OF 

IMPLEMENTING  EMPLOYED  CAPITAL  CONCEPT 


1 

s 


Quastion 


Indus try/Governmcnt 

% % Difference  Significance 

Government  Industry  Level 


Form  Completion  Difficulty 

None 

41.7 

36.0 

Soma 

37.5 

32.0 

Substai^tial 

20.8 

32.0 

None 

Ti  .e  Using  ECO  vs  WGM 

Less  or  Same 

26.1 

32.0 

Twice  or  More 
Difficulty  Getting  Da 

73.9 

ta 

68.0 

None 

None 

37.5 

28.6 

Some 

50.0 

42.9 

Considerable 

12.5 

28.6 

None 

Time  Using  EEC  on  2nd  Organization 


Half  or  Less  28.0  48.1 

Same  52.0  44.4 

l*wice  or  More  20.0  7.4 

Time  Using  ECC  on  Same  Organi<.ation 

Half  or  Less  63.0  51.9 

Same  or  More  37.0  48.1 


21.73% 


None 
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UoSf>onsGs  were  Irairly  consistent:.  In  only  one  instance 
did  there  appear  to  be  nuch  possibility  of  systematic  difference 
in  perception  betv/cen  industry  and  governi-.ient  respondents.  As 
expected  aLthouyli  some  difficulty  v;as  reported  in  the  implem- 
entation process  the  results  indicate  that  these  were  not 
insurmountable.  The  respondents  felt  t)iat  second  applications 
with  the  same  or  with  different  organizations  would  require 
much  1g£;s  time. 


Benefits  of  I mplero.on t a t i on 


Perceived  benefits  were  addressed  in  four  questions. 

These  dealt  \.’ith  t!iC  ability  of  the  employed  capital  concept 
to  assist  profit  negotiations  by  rendering  profit  less  subjective 
and  contentio\is,  by  developing  concrete  profit  issues  v/hich 
could  be  negotiated,  by  providing  some  degree  of  benefit  for  the 
additional  effort  expended,  and  by  satisfying  the  expectations 
tliat  the  team  had  generated  when  they  v;ere  first  exposed  to 
the  employed  capit-'l  concept.  Exhibit  4 summarizes  the  responses 
to  th  -questions  asked. 
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EXHIBIT  4 


PERCEIVED  BENEFIT 
OF 

USING  EMPLOYED  CAPITAL  CONCEPT 


Quo . <5 1 ion 


Indus try/Govornment 

t % Difference  Significance 

Government  Industry  Level 


Assistance  in  Profit  Negotiation 


None 

38.5 

52 

Some 

19.2 

20 

Substantial 

42.3 

28 

None 

Assistance  in  Developing  Negotiable  Issues 


None  44.4  43.5 
Some  22.2  21.7 
Substantial  33.3  34.8 

Benefit  for  Expended  Effort 

Hone  50  51.9 
Some  10.7  14.8 
Substantial  39.3  33.3 


Expectations  Realized 


None 


Hone 


Yes 

No 


63.0 

37.0 


48.1 

51.9 


None 


k1*: 
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In  no  instance  were  the  differences  between  industry  and 
government  responses  significant.  It  is  of  interest  to  note 
that  fewer"  industry  personnel  considered  that  employed  capitiil 
concept  assisted  profit  negotiations.  In  addition  fewer  industry 
personnel  considered  that  their  expectations  were  mot  by  the 
policy.  It  seems  litely,  therefore,  that  government  negotiators 
did  not  regard  the  employed  capital  concept  as  having  much 
potential  when  they  wore  first  exposed  to  it  cind  did  not  see 
any  reason  to  change  their  viev;s  after  tlicy  had  completed 
negotiations.  Industry,  on  the  other  hand,  had  higher  expecta- 
tions and  lower  perceived  benefits. 


m- 
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Summary  and  Caveats 


¥ 
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It  is  important  that  these  findings  be  kept  in  perspective. 
Although  substantial  numbers  of  both  govern-ment  and  industry 
respondents  offered  negative  or  safe  responses  to  the  benefit 
issue,  a sizeable  minority  considered  that  the  employed  capital 
concept  had  been  of  substantial  assistance  in  each  of  the 
dimensions.  A similar  observation  is  likewise  applicable  to 
the  perceived  need  construct. 


Ev' 
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MEANING  or  FINDINGS 


) 


Evaluation  of  the  findings  of  this  study  is  essentially 
judgemental.  For  reasons  mentioned  earlier  no  final  judgement 
can  be  made  based  on  the  data  collected.  In  a judgemental 
sense/  however,  the  following  conclusions  seem  clearly 
supportable. 


Need 


Government  personnel  did  not  generally  perceive  a need  for 
profit  policy  change.  In  addition  they  did  not  perceive 
that  the  DPC  107  policy  had  the  firm  support  of  either  their 
inunediate  management  or  of  DOD  management  as  a whole.  This 
can  probably  be  traced  to  the  voluntary  aspect  of  the  policy. 


In  addition  it  seems  that  government  personnel  may  not 
have  a clear  perception  of  the  role  profit  plays  in  the 
industries  they  deal  with.  Hov/ever,  a substantial  minority 
of  government  personnel  do  not  share  these  views  and  may  be 
reasonably  responsive  to  policy  changes. 


--•I 
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Although  the  adiuinistrative  costs  of  first  implementation 
were  perceived  as  being  high  succeeding  costs  were  estimated 
to  be  much  lower.  In  addition#  the  general  tenor  of  responses 
suggested  that  the  administrative  cost  dimensions  were  over- 
stated as  causes  for  nonutilization  of  DPC  107. 

Benefit 


Benefits  were  not  perceived  as  being  commensurate  with 
costs  by  a substantial  number  of  respondei'.ts.  Industry  was 
most  disappointed  in  this  regard.  Although  the  reasons  for 
this  were  not  explored  in  this  research#  hints  of  a technical 
flaw  in  recognizing  corporate  investment  surfaced  in  several 
instances.  This  may  have  a x'elationship  to  the  findings. 

Qualitative  Findings 

In  addition  to  the  structured  questions,  several  dimensions 
were  explored  in  an  open  ended  fashion  during  the  interview. 

The  most  pertinent  of  these  related  to  the  dimensions  which  a 


new  profit  policy  should  address  and  to  tlie  reasons  for  non- 
acceptance  of  the  DPC  10?  concept.  These  fincUnys  are  explored 
in  greater  detail  in  Appendix  1.  In  sur.\j«ary,  however,  it 
seems  that  the  negotiators  perceived  a negative  attitude  on  the 
part  of  the  government,  if  they  were  contractor  personnel, 
and  a negative  attitude  on  the  part  of  the  contractor  if  they 
were  government  personnel.  This  suggests  that  a much  bettor 
understanding  of  the  need  for  a different  profit  policy  must 
be  instilled  in  both  contractor  and  government  personnel. 

While  a nunvber  of  people  have  suggested  that  the  administrative 
aspects  of  DPC  107  were  responsible  for  Its  lack  of  acceptance, 
neither  the  structured  or  the  unstructured  questions  confirmed 
this  view. 


Conclusions 


Viewed  in  a total  context,  it  seems  likely  that  the 
reasons  for  nonacceptance  of  DPC  107  employed  capital  concept 
are  fairly  straightforward.  Neither  industry  nor  government 
really  believed  that  the  employed  capital  profit  policy  was 
needed. 


In  addition  they  perceived  the  costs  of  using  employed 
capital  as  fairly  high  and  its  benefits  slight.  The  fact  that 
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the  fir£?t  time  costs  were  large  aiid  cubseque  ‘ costs  v.’ovild 
have  boon  much  smaller  did  not  aid  subsequent  uraos  oil  DPC  107 
because  many  people  felt  tliat  tho  benefits  were  sliglit,  Xn 
addition  DOD  management  was  not  perceived  e»s  favoring  implemen- 
tation. It  seems  likely y tlierefore,  that  future  profit  polic’y 
must  be  made  mandatory  if  it  is  to  bo  given  a fair  trial. 
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PROFIT  POLICY  FOIRIULATION 


In  accordancQ  with  the  Deputy  Socrotory  of  Defense’s  Charter  in  Hay  1975,  the 
Profit  Policy  Formuiotioi\  Group  set  out  to  revise  DoD  Profit  Policy  to 
motivate  defonse  contractors  to  make  investmonca  which  will  Increase  pro- 
ductivity and  reduce  defense  contract  costs. 


In  order  to  approach  this  task  In  a manner  so  that  constructive  changes  could 
bo  made,  the  team  reviewed  prior  studies  completed  In  this  area.  In  addition, 
they  reviewed  the  results  of  (lueationnaires  received  from  both  Government  and 
Industry  procurement  personnel  relative  to  the  problems  with  the  current 
profit  policy  and  theit  recommended  solutions  for  a revised  policy.  The  team 
received  valuable  input  from  the  data  gathered  from  the  profit  centers 
participating  in  the  Profit  *76  Study.  Such  data  influenced  the  changing  of 
some  of  the  ingredients  of  the  policy  itself. 


The  team  also  visited  with  nine  selected  defense  contractor  top  monngenio\»t 
personnel  to  discuss  current  policy,  the  problems  aRsoclnted  therewith, 
proposed  changes  and  many  other  pertinent  areas  in  negotiating  profit  In  the 
defense  eiiviroument. 


I 


Discussions  relative  to  changes  in  profit  policy  have  taken  place  also  at 
Procuremeiu;  Seminars  and  Symposiums  at  various  locntions  witl<  l)oth  ('.overnment 
and  Industry  personnel.  The  top  management  levels  across  Govornmenc  Agencies 
have  also  been  consulted  and  briefed  on  proposed  changes  to  the  profit  policy 
with  valuable  input  being  furnished  the  study  tv^.-im  lot  consideration  ar-  well. 
Several  meetings  took  place  with  the  Cost  Accounting  Standards  Hoard  Staff 
relative  to  Stand. .id  -il't  '.Cost  oi  (’apit.it)  to  m.*r.>,e  fbeir  efforts  with  ours 
so  ,is  to  avoid  conflict  ■•ml  dupiiCiUion. 


V I I - 1 


The  InCorrantion  gatherad  from  above  aourcea  produced  a loige  number  of  Ideas. 
These  ideas  were  evaluated  against  the  following  factors,  assumptions,  and 
criteria  as  well  as  general  business  and  economic  priiiciples. 

Given  Factors; 

1.  A change  In  Doll's  independently  established  prenegotiation  profit 
objective  will  not  guarantee  a one-fov-one  change  in  a contractor’s  earned 
(coming-o  profit. 

2.  Going- in  profit  opportunity  will  be  established  as  a result  of 
negotiatioirs. 

3.  Contracting  Officers  must  have  adequate  policy  latitude  to  "give  and 
taUe"  during  negotiations  based  on  their  judgment  of  the  situation. 

Assumptions i 

1,  A change  in  the  going-ln  negotiated  profit  will  result  in  a like 
change  in  the  coming-out  profit  chough  not  in  the  same  amount. 

2.  Giving  weight  to  capital  investment  In  contract  pricing  will  result 
in  greater  attention  to  this  factor  by  defense  contractors. 

3,  Agreement  reached  at  the  end  of  negotiations  represents  a free  will 
decision  by  both  parties, 

4.  Radical  changes  to  current  policies  are  probably  not  required. 
Evaluation  Criteria: 

1.  Docs  the  proposal  advance  DoO's  basic  profit  policy  objective? 

2.  Does  the  proposal  accord  equitable  troatmeuL  to  contractors? 

3.  Cun  operating  pevsojtnel  understand  and  support  the  proposal? 

4.  Does  the  proposal  .avoid  unnecessary  complexities? 

5.  Is  the  administrative  eiforl  involved  reasonal>ly  , ommensuratc  with 
tno  proportion  that  profit  bears  to  tl.o  tot.al  contract  price' 


To  be  responsive  to  our  charter  and  fortified  with  the  knowledge  gathered 
from  exposing  early  dr-’ft  policy  changes  to  both  Gov*'  iment  and  Industry 
personnel,  the  Profit  *76  Policy  Group  settled  on  a propose!  final  policy 
package  as  follows: 

1.  Recognize  capital  (facilities)  as  a real  and  essential  ingredient 
of  contract  performance: 

a.  Uniforiuly  compensate  contractors  for  the  time  value  of  facilities 
capital  employed  at  an  imputed  interest  rate  associated  with  a risk  free 
investment.  Treat  this  imputed  Interest  as  an  allowable  contract  cost  and 
reimburse  it  as  such. 

b.  Recognize  that  a special  risk  attaches  to  capital  investments  made 
for  defense  purposes  Provide  contractors  the  opportunity  to  earn  profit 

to  compensate  for  that  risk  in  the  same  general  manner  that  they  are  given  an 
opportunity  to  earn  profit  to  compensate  for  the  cost  risks  they  assume. 

Tailor  the  extent  of  profit  opportunity  to  the  degree  of  risk  associated  with 
facilities  capital  employed  in  support  of  a given  contract. 

2.  Emphasize  effort  and  risks  as  profit  determinants  rather  than  contract 
costs  to  dispel  Che  "cost  plus  a percentage  of  cost"  connotation  associated 
with  the  current  profit  policy. 

3.  Recognize  productivity  as  a factor  in  establishing  the  profit  objective 
for  an  instant  contract.  The  benefit  of  good  past  performance  to  a new 

future  contract  is  difficult  to  measure.  Reliance  on  cost/performance 
incentives  in  the  instant  contract  should  be  the  yardstick  to  determine  profit 
earned  on  the  basis  of  demonstrated  performance  during  the  instant  contract. 

The  preposed  revised  policy  focuses  on  a contractor's  effort,  assumption  of 
risk  and  degree  of  facility  investment.  This  i''  as  should  be  to  instill  the 
proper  motivation  for  overall  cost  efficiency  on  the  part  of  the  defense 


community. 
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Based  on  the  foregoing  considerations,  the  policy  group,  developed, 
coordinated  and  promulgated  the  following  Defense  Procurement 
Circular  (DPC)  76-3  which  sets  forth  the  revised  policy. 
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1 SEPTnir-EP  1976 

This  Defense  Procurenient  Circular  is  Issued  by  direction  of  the  Assist- 
ant Secretary  of  Defense  (installations  and  Logistics)  pursuant  to  the 
authority  contained  in  5 U.  S.  Code  3<^1>  10  U.  S.  Code  2202,  DOD  Direc- 
tive No.53  2C.22,  and  ASPR  1-106. 

All  Armed  Services  Procurement  Regulation  material  and  other  directive 
material  published  herein  is  effective  1 October  1P7C  . 


Unless  otherwise  indicated  in  the  introductory  language  preceding  an 
item,  each  item  in  this  Circular  shall  remain  in  effect  until  the  ef' 
fective  date  of  that  subsequent  ASPR  revision  which  incorporates  the 
item,  or  until  specifically  canceled. 

Reproduction  authorized. 
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Executive  Summary 


I 

i 


The  purpose  of  this  Defense  Procurement  Circular  is  to  promulgate 
significant  changes  to  Department  of  Defense  profit  and  pricing  policy 
for  negotiated  contracts.  The  changes  announced  herein  are  based  upon 
a study  of  the  profitability  of  Defense  contractors  in  which  the  Army, 
i Navy,  Air  Force,  Defi  r.se  Supply  Agency,  other  Government  agencies, 

I and  industry  played  ma  or  roles.  The  study,  entitled  Profit  '76,  was 

I conducted  at  the  direction  of  the  Deputy  Secretary  of  Defense  and  was 

led  by  the  Office  of  the  Assistant  Secretary  of  Defense  (Installations  and 
Logistics). 

The  most  important  changes  concern  contractor  investment.  Over  the 
last  several  years,  the  level  of  contractor  facility  investment  in  Depart- 
ment of  Defense  contracts  has  been  considerably  lower  than  in  comparable 
j commercial  endeavors,  even  after  taking  into  account  government-furnished 

; facilities  and  equipment.  The  reasons  for  contractor  reluctance  to  invest 

in  modern  machinery  and  equipment  for  use  on  DoD  contracts  are  many 
I and  varied,  but  it  is  clear  that  some  are  rooted  in  present  procurement 

} policy  which  fails  to  recogniae  adequately,  (either  in  profit  or  as  an 

allowable  cost)  the  facility  investment  which  may  be  required  for  efficient 
operation.  Accordingly,  two  important  changes  are  being  made,  The  first 
provides  that  the  imputed  cost  of  capital  for  facility  inve.stment  (measured 
in  accordance  with  CAS  414)  will  be  considered  allowable  on  most  negotiated 
DoD  contracts  which  are  priced  on  the  basis  of  cost  analysis.  Procedures 
are  established  so  that  on  the  average  the  contracting  officer's  pre- 
negotiation profit  objective  takes  into  account  (and  offsets)  the  cost  in- 
crease attributable  to  the  imputed  cost  of  facility  capital.  The  second 
cliange  provides  that  the  level  of  facility  investment  will  be  recognized 
by  DoD  contracting  officers  in  reaching  a pre-negotiation  profit  objective 
under  the  w'eighted  gviidelines  method.  The  relative  weight  of  this  factor 
in  the  pre- negotiation  profit  objective  calculation  is  modest;  in  the  future 
it  will  likely  be  increased  after  industry  has  had  some  opportunity  to  adjust 
its  invest  nt  patterns.  It  is  anticipated  that  these  policy  changes  will 
help  remc  obstacles  to  cost-reducing  facility  investment  decisions  by 
industry. 


j 


1 


i 


I 
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Other  changes  of  consequence  contained  in  this  DPC  include  the  following;  j 

1 

Contract  estimated  cost  receives  less  emphasis  as  a profit  ' 

determinant. 


i 
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ITEM  I ~ PROFIT.  INCLUDING  FEE  UNDER  COST  REIMBURSEMENT  TYPE  CONTRACTS 


This  Item  supereedea  ASPR  3-808  and  Item  XXIIl  of  DPC  75-1 
dated  30  July  1975. 

3-808  revises  the  Department  of  Defense's  profit  policy.  The 
revised  profit  policy  does  not  alter  the  principal  procurement 
objective  to  obtain  a quality  product,  delivered  on  schedule  at  a 
reasonable  price.  It  does,  however,  revise  the  factors  to  be  used 
in  establishing  the  profit  component  of  price  and  makes  these 
guidelines  mandatory  when  negotiating  certain  contracts.  The  pur- 
pose of  the  revised  policy  is  to  determine  a profit  objective  that 
is  based  on  a combination  of  cost,  risk  and  facilities  Investment 
factors.  It  is  fully  intended  and  expected  that  implementation  of 
this  revised  policy  will  alter  previous  norms  for  defense  profits 
when  applied  to  individual  procurement  actions.  Past  profit  evalua- 
tion practices  should  not  be  carried  foroard  and  allowed  to  hinder 
the  fulfillment  of  these  Intentions  and  expectations. 

The  revised  profit  policy  continues  to  use  the  same  basic 
evaluation  technique  employed  in  the  original  weighted  guidelines. 
However,  significant  revisions  have  been  made  not  only  to  the  profit 
determinants  but  also  to  the  weight  mix  and  weight  ranges.  Further, 
primary  emphasis  ha.s  been  placed  on  evaluating  the  ei  fort,  risk  and 
facilities  investment  associated  with  the  procurement.  Quantifica- 
tion of  these  factors  in  the  form  of  a dollar  profit  objective  should 
be  the  derivative  of  a thorough  evaluation  of  the  current  procurement 
action. 

Past  Performance,  Sources  of  Resources,  and  Special  Achievement, 
have  been  deleted  as  profit  elements.  Facilities  Investment  has  been 
added  to  the  basic  profit  evaluation  process.  Retained  are  the 
elements  of  Materials,  Engineering  Labor  and  Overhead,  Manufacturing 
Labor  and  Overhead  and  General  Administration.  "Spec  ol  Factors" 
which  include  Foreign  Military  Sales,  Productivity  (a  new  item), 
Independent  Development,  and  Other  Factors,  .-omplete  the  revised 
guidelines.  These  special  factors,  when  present,  can  result  in  an 
add-on  to  the  basic  profit  objective. 

The  relative  weight  r lx  of  the  major  profit  determinants  has  been 
revised.  Under  the  policy  in  effect  since  January  196A  the  prenegotia- 
tion profit  objective  determinants  were  as  follows:  (1)  Contractor’s 

Input  to  Total  Performance  (65X  of  Total);  (li)  Contractor's  Assumption 
of  Contract  Cost  Risk  (30%  of  Total);  and  (ill)  all  other  factors  (5% 
of  Total).  Under  this  revised  policy  the  breakdown  is  as  follows: 
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(i)  '’nntrArrnr  Effort  (SOS  of  Total),  (il)  Cost  Risk  (^lOS  of  Total), 
ond  (111)  Investment  (lOX  of  Total).  An  adjuottnent  factor  (.7)  has 
been  established  for  Contractor  Effort  so  that  the  same  admini setae Ive 
procedures  can  be  used  In  determining  the  profit  objective  for  this 
area  but  to  scale  It  from  65%  down  to  30%.  Weight  ranges  for  types 
of  contracts  have  been  revised  to  effect  an  Increase  in  the  relative 
weight  to  be  given  to  cost  risk,  in  establishing  the  overall  profit 
obj  ective. 

It  is  contemplated  that  the  10%  relative  weight  assigned  to 
"Investment"  will  be  reevaluated  in  the  future  with  the  view  of 
increasing  it.  A period  of  time  will  be  allowed  to  give  the  Defense 
Industry  ar  opportunity  to  examine  end  adjust  its  facilities  invest- 
ment policies  and  practices.  Issuance  of  a Cost  Accounting  Standard 
pertaining  to  operating  capital  could  be  a major  factor  In  the  timing 
of  such  a reevaluation. 
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3-808  Profit^  Includlnft  Fees  Under  Cosl-Relmburgemcnl  Type 
Contracts. 

3-808.1  Policy. 

(n)  General.  It  is  the  policy  of  the  Department  of  Defense  to 
utilize  profit  to  stimulate  efficient  contract  performance.  Profit 
generally  is  the  basic  motive  of  business  enterprise.  The  Governmant 
and  defense  contractors  should  be  concerned  with  hameBsing  this  motive 
to  work  for  more  effective  and  economical  contract  performance.  Mego- 
tiatlon  of  very  low  profits,  the  of  historical  averages,  or  the 
automatic  application  of  a predetern>lned  percentage  to  the  total  esti- 
mated cost  of  a product,  does  not  provide  the  motivation  to  accomplish 
such  performance.  Furthermore,  low  average  profit  rotes  on  defenae 
contracts  overall  are  detrimental  to  the  public  interest.  Effective 
national  defense  In  a free  enterprise  economy  requires  that  the  best 
industrial  capabilities  be  attracted  to  defense  contra^  a.  These 
capabilities  will  bo  driven  away  from  the  defense  market  if  defense 
contracts  are  characterized  by  low  profit  opportunities.  Goni.e- 
quently,  negotiations  aimed  merely  at  reducing  prices  by  reducing 
profits,  with  no  realization  of  the  function  of  profit  cannot  be  con- 
doned. For  each  contract  in  which  profit  la  negotiated  as  a separate 
element  of  the  contract  price,  the  aim  of  negotiation  should  he  to 
employ  the  profit  motive  so  ns  i o Impel  effective  contract  performance 
by  which  overall  costs  arc  economically  controlled.  To  this  c-nJ,  tb.e 
profit  objective  must  be  fitted  to  the  clrcum9tnoce.s  of  the  particular 
procurement,  giving  due  weight  to  each  of  the  effort,  risk,  facilities 
Invostmout  and  special  factors  set  forth  in  this  3-008.  HUs  will 
result  in  a wider  range  of  profits  which,  in  many  cases,  will  be 
significantly  higher  chan  previous  norms. 

(b)  Contracts  Priced  on  the  Dasls  of  Cost  Analysis.  Iflien  cost 
analysis  is  perlormed  puisuanc  to  3-807.2,  profit  consideration  sh.ill 
be  In  accordance  with  the  objectives  set  forth  below, 

The  Government  should  establish  a profit  objective  for  contract 
negotiations  which  will: 

(i)  motivate  contractors  to  undertake  more  difficult 
work  requiring  higher  skills  and  reward  those  who 
do  so ; 

(11)  allow  the  contractor  an  opportunity  to  earn  proflcs 
coirmensuratQ  with  the  extent  of  the  cost  risk  he  Is 
willing  to  assume; 

(ill)  motivate  contractors  to  provide  their  own  facilities 
uiul  financing  and  establlch  their  competence  through 
development  work  undertaken  at  their  own  risk  and 
reward  those  who  do  so;  and 
(Iv)  reward  contractors  for  productivity  Increases. 
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Tho  weighted  guidelinos  method  sot  forth  In  3-808.2  below  for 
establishing  profit  objectives  la  deeignod  to  provide  reasonably 
precise  guidance  in  applying  those  principles.  This  method » 
properly  applied^  will  tailor  profits  to  tho  clrcumatancas  of  each 
contract  in  such  a way  chat  long  range  cost  reduction  objectives 
will  bo  fostered,  and  a spread  of  profits  will  be  achieved  which  is 
commensurate  with  varying  circumstances. 

(c)  Contracts  Priced  Without  Cost  Analyala.  On  many  contracts 
and  subcontracts,  good  pricing  does  not  require  an  examination  into 
costs  and  proi'lts.  M1\ore  adequate  prico  corapntltion  cxls's  and  In 
other  sicuacioiis  where  coal  analysia  la  not  roqulred  (see  3-807), 
fixed-price  type  contracts  will  be  awarded  to  tho  lowest  responsible 
offerors  without  regard  to  tho  amount  of  tholr  pruflcs.  Under  these 
circumstonces,  the  profit  which  is  anticipated,  or  In  fact  earned, 
should  rot  be  of  concern  to  the  Covernmont.  In  such  cases,  If  a 
low  offeror  earns  a large  profit,  it  should  bo  considered  the  normal 
reward  of  offlclancy  In  a competltivo  system  and  efforts  should  not 
bo  made  to  reduce  such  profits. 

3^808.2  '■'.'glghted  Guidelines  Method. 

(a)  General . 

(1)  Tho  weighted  guldallnos  method  provides  contracting 
officers  with  (i)  a teclmique  that  will  insure  consideration  of  the 
relative  value  of  the  appropriate  profit  factors  described  tn  3-808. A 
in  the  establishment  of  a profit  ohjoctlvo  and  the  conduct  of  nagotia- 
tlons;  ond  (11)  a basis  for  documentation  of  this  objoctivo,  including 
an  explanation  of  any  slgnlf leant  departure  from  this  objective  in 
reaching  a final  agreement.  The  contracting  officer's  analysis  of 
these  profit  factors  is  based  on  information  available  to  him  prior 

to  negotiations.  Such  information  Is  furnished  In  proposals,  audit 
data,  performance  reports,  pre-award  surveys  and  the  like.  The 
weighted  guidelines  method  sluil  1 bo  uned  in  all  Lontr.''ct3  where 
cost  analysis  is  performed  except  as  sot  forth  in  (b)  below. 

(2)  The  contractor's  proposal  will  include  cost  informa- 
tion for  evaluation  and  a total  profit  figure.  Contractor.s  shall 
not  be  required  to  submit  the  tletalls  of  their  profit  objettlves  but 
they  shall  not  bo  prohibited  from  doing  so  If  they  desire.  Klabor.‘>te 
and  voluminous  presentations  are  neither  required  nor  desired  and  may 
indicate  a low  index  of  cost  ef f oct Ivenuos , which  fact  itself  should 
be  taken  into  consideration  by  the  contracting  officer. 

(3)  The  negotiation  procoAa  does  not  contemplate  or 
require  agreement  on  either  estimated  cost  elements  or  profit  ele- 
ments, although  the  details  of  analysis  and  evaluotlon  may  be 
discussed  in  the  fact-finding  p''n«io  of  the  negotiation.  If  the 
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tilt  f »*i‘e'\ce  between  tbo  contractor  *n  profit  objective  and  the 
contracting  otflcar'e  profit  objective  lo  relatively  small,  no 
dlacussion  of  Individviul  factors  may  ba  necoasary.  If  tliQ 
negotiating  partleo*  objectlvea  ore  relatively  far  apart,  a dla- 
closure  of  weightings  and  rationale  by  both  part  lea  mav  bo  made 
concerning  the  total  assigned  to  contractor  effort,  contractor 
risk,  facilltiea  Investment  and  spoclal  factors,  by  thus  develop- 
ing 8 mutual  understanding  of  the  logic  of  the  reapcctivc  poaitlone, 
an  orderly  progression  to  final  agroaroent  should  result.  Sinultane-* 
oua,  not  sequential,  sgreemem  will  be  rsechad  on  coot,  any 
incentive  profit-sharing  formulas,  or  limitation  on  profits,  and 
price.  The  profit  object Ivo  la  a part  of  sn  overoll  negotiation 
objective  which,  as  a going-ln  objective,  boars  a distinct  rela- 
tionship to  tha  target  tost  objactlvo  and  any  proposed  ehnrlng 
orrangomont . Since  the  profit  la  merely  ono  of  scvorol  Interrelated 
variables,  the  Governnent  negotiator  shall  not  cimplete  the  profit 
negotiation  without  aimultaneousiy  ogrooing  on  the  other  variables. 
Specific  agreoment  on  the  exact  weights  or  values  of  Che  individual 
factors  la  not  required  end  should  not  bo  attempted. 

(b)  Except  Iona. 

(1)  Under  Cho  following  ilatnd  clrcumstancon,  othor  mothods 
for  selabllaltlug  profit  objoctlvoa  may  bo  used.  Generally,  it  Is  oxpoctod 
that  juch  methods  will  accompHah  the  two  foaturas  of  the  woightod  guldo- 
llnea  mathoda  aot  forth  in  (a)(1)  above.  Ifltore  mothode  other  than  the 
weighted  guldoHiiod  sia  used  to  ostshlish  s profit  objective,  an 
ttppropriato  roductlon  In  the  profit  objoctlvo  will  he  mado  to  componnoto 
(or  the  amount  of  facllltlos  capital  coat  of  money  allowed  in  accordance 
with  15-203.50. 

(i)  Architect-engineer ing  contracts; 

(ii)  personal  or  ptofesslonul  service  contracts; 

(ill)  management  contracts,  e.g.,  for  nmliuenancc 
or  Operation  of  Government  tacilitics; 

(Iv)  cormlnation  acttlcmonts; 

(v)  englneoring  sorvicoa,  labor-hour,  tlmo-ond- 
matorlol,  and  overhaul  contracts  providing 
for  payment  on  a man-hour,  man-day  or  man- 
raonth  basis,  and  whore  the  contribution  by 
the  contractor  constllutes  the  furnishing 
of  personnel  rather  than  the  output  of  an 
Integrated  roMOxjich,  ongfneoring,  or  mnnu- 
f actor  1 ng  org.anixat  Ion; 

(vl)  cost-re Imbuvaement  construction  contracts; 
and 

(vll)  c08t-plu8-award-fee  contmeia, 

(2)  Other  exceptions  may  bo  nwde  In  the  negotlatiuu  of 
contracts  presenting  unusual  pricing  situations  when  spe.  If Ic.illy 
ouLhorlxed  bv  the  Mead  of  a Procuring  Activity  Such  except lunn 
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■hall  bo  Juetlfled  in  writing  and  a tliorlr.cd  only  In  Bltuatlono 
where  the  weighted  guidelines  method  is  determined  to  he  unstiltAhle. 

(c)  Limitation.  In  the  evei  c thla  or  any  other  metliod  would 
result  in  eatnbllnhing  a fee  objective  in  violation  of  llmitatiuna 
established  by  statute  or  this  regulation,  the  maximum  foe  objoctive 
ehsll  be  the  percentage  aHowed  pursuant  to  such  llmltattons.  (See 
3-A05.)  lb  local  adtnlnlacratlvo  ceilings  on  profit  shall  ho 
permitted. 

3-608.3  Profit  Objective. 

(a)  A profit  objective  in  that  part  of  tho  ootlmated  contract 
price  objective  or  value  which,  in  the  Judgment  of  tho  contrsctlng 
officer,  la  appropriate  for  the  proctimment  being  consldpred,  cover- 
ing the  profit  or  fee  element  o*'  the  price  object  Ive.  Tbta  objective 
should  roollstlcally  reflect  the  total  overall  task  to  he  performed 
and  the  requirements  placed  on  tho  contractor.  Prior  to  tho  negotia- 
tion of  a contract,  ch.inge  order,  or  contract  modification,  whore 
coat  cnslyate  la  undertaken,  the  negotiator  nholl  develop  a profit 
objective.  The  weighted  gutdollnoa  method,  if  appllcabto,  shall  bo 
used  for  developing  thla  profit  objective.  If  a change  or  modlfica- 
cion  la  of  a relatlvaly  amal'  dollar  amount  and  la  ban  leal ly  cite  same 
type  of  work  as  required  in  the  ba«lc  contract,  the  application  of 
tho  weighted  guidelines  (uethod  will  generally  result  in  a profit 
objective  almilar  to  tlio  profit  obloccive  la  ilie  basic  contract,  .nd 
therefore  this  boalc  rate  may  be  applind  to  tlie  contract  change  or 
roodlf lent  Ion.  Howovar,  In  cnaea  where  tho  change  or  modification 
calla  for  oubstantluUy  dlfforont  work,  then  the  banic  contract 
profit  and  tl>e  coutractur's  effort  may  ho  rodicnllv  chanuotl  and  u 
dotallod  analysis  la  necessary , Also,  if  tho  dollar  amount  of  the 
change  or  contract  modification  la  very  algnif leant  In  cnmparlaon 

to  the  contract  dollar  amount,  a detailed  an.nly3ls  should  bo  mnuu. 

(b)  Devclopmunt  of  a profit  objective  should  nol  hcgln  until 
after  a thorough  (1)  review  of  proposed  contract  work;  ill)  review 
of  nil  available  knowledge  regarding  the  cent lactor , purnuant  to 
Section  I,  Part  9,  Including  capability  reports,  ouJit  data,  pre- 
award  survey  reports  and  financial  statements,  as  opproprlsie;  and 
(ill)  analysis  of  the  controc-.  'r'a  cost  estlniate  and  comporlson  with 
the  Covor.imont  ’ e estimate  or  projection  of  cost. 

(c)  Wtiere  mec)«oda  oilier  than  tliQ  woigiited  guidfil  mas  are 
used  to  ostahllsh  a profit  ohjoettvo,  an  approprioto  reduction  in 
the  profit  objactivo  will  ho  made  to  compansato  lor  the  amount  of 
focllltlos  capital  coat  of  monov  allowed  in  accordonco  with 
15-20b.50. 

J-808.A  it  l .'ictors. 

(a)  n»o  following  factors  slinll  l>e  consldorod  In  all 
cftsoo  In  which  profit  Is  to  be  specifically  negotlatad. 
fho  weight  rangou  Ustad  after  each  factor  shall  ho  ufted  In 
all  iuatances  whein  tl>e  weighted  guidelines  method  Is  used. 
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(b)  Under  Che  weighted  guidelines  uechod  the  contracting 
officer  shall  first  measure  the  "Contractor's  Effort"  by  the  assign- 
ment of  a profit  percentage  within  the  designated  weight  ranges  to 
each  element  of  -ontract  coot  recognized  by  the  contracting  officer. 
Although  certain  classifications  of  acceptable  cost,  including  travel, 
subsistence,  facilities,  test  equipment,  special  tooling,  federal 
manufacturers  excise  taxes,  and  royalty  expenses,  may  have  been 
historically  excluded  from  the  base  upon  which  profit  has  been  com- 
puted, they  shall  rot  be  excluded  when  using  the  weighted  guidelines 
method. 

Not  to  be  included  for  the  computa*' ion  of  profit  as  part  of  Che 
cost  base  is  the  amount  calculated  for  the  cost  of  money  for  facili- 
ties capital.  A complete  discussion  of  how  this  cost  is  determined 
and  how  it  will  be  applied  and  administ&red  Is  set  forth  In  3-1300. 

(c)  The  suggested  categories  under  the  Contractor's  Effort 
are  similar  to  those  on  the  Contract  Pricing  Proposal  (DD  Form  633). 
Often  individual  proposals  will  be  in  a different  format;  but  since 
these  categories  are  broad  and  basic,  they  provide  sufficient  guidance 
to  evaluate  all  ocher  items  of  cost. 

(d)  After  Che  contracting  officer  has  computed  a total  dollar 
profit  fer  the  Contractor’s  Efi'oit,  he  shall  then  add  the  specific 
profit  dollars  assigned  for  cost  risk,  facilities  investment  risk,  and 
special  factors.  Weigl^ted  Guidelines  Profit/Fee  Objective  (DD  Form 
15ft7)  is  to  be  used,  as  appropriate,  to  facilitate  the  calculation 

of  this  profit  objective.  (See  F-200.15A7.) 

(e)  The  weighted  guidelines  method  was  designed  for  arriving 
at  profit  or  fee  objectives  for  other  chan  nonprofit  organizations. 
However,  if  appropriate  adjustments  are  ir  Je  to  reflect  differences 
betweea  profit  and  nonprofit  organizations,  the  weighted  guidelines 
method  can  be  used  as  a basis  for  arriving  at  fee  objectives  for  non- 
profit organizations.  Therefore,  the  policy  of  the  Department  of 
Defense  is  to  use  the  weighted  guidelines  method,  as  modified  in  (2) 
below,  to  establish  fee  objectives  which  will  stimulate  efficient 
contract  performance  and  attract  tlic  best  capabilities  of  nonprofit 
organizations  to  defense  oriented  activities.  The  modifications 
should  nor  be  applied  as  deductions  against  historical  fee  levels, 
but  rather,  to  the  fee  objective  for  such  a contract  as  calculated 
under  the  weighted  guidelines  method. 

(1)  For  purposes  of  this  subparagraph,  nonprofit  organiza- 
tions art  defined  as  those  business  entities  organized  and  operated 
exclusively  foi  charitable,  sci.-acific  or  educational  purposes,  no 
pare  of  the  net  earnings  of  which  inure  to  the  benefit  of  any  private 
shareb  ier  or  individual,  no  substantial  part  of  the  activities  of 
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which  is  carrying  on  propaganda  or  otherwise  attempting  to  Influence 
legislation  or  participating  in  any  political  campaign  on  behalf  of 
any  candidate  for  public  office,  and  which  are  exempt  from  Federal 
Income  taxation  under  Section  501  of  the  Internal  Revenue  Code. 

(2)  For  contracts  with  nonprofit  organizations  where 
fees  aie  involved,  the  following  adjustments  are  required  in  the 
weighted  guidelines  method. 

(1)  A special  factor  of  -1%  shall  be  assigned  in 
all  cases. 

(li)  The  weight  range  under  "Contractor  Cost  Risk" 
shall  be  -1%  to  05^  in  lieu  of  0%  to  8%  for 
contracts  with  those  nonprofit  organizations 
or  elements  thereof  identified  by  the  Secre- 
tary of  Defense  or  the  Secretary  of  a 
Department  (or  their  respective  designees) 
as  receiving  sustaining  support  on  a cost- 
plus-a-fixed-fee  basis  from  a particular 
Department  or  Agency  of  the  Department  of 
Defense. 

(f)  In  making  his  judgment  of  the  value  of  each  factor,  t^'e 
contracting  officer  should  be  governed  by  the  definition,  description, 
and  purpose  of  the  factors  together  with  considerations  for  evaluating 
them  as  set  forth  herein. 

3-808.5  Contractor  Effort . 

(a)  General . This  factor  is  a measure  of  how  much  the  contractor 
himself  is  expected  co  contribute  to  the  overall  effort  necessary  to 
meet  the  contract  performance  requirements  in  an  efficient  manner.  This 
factor,  which  is  apart  from  the  contractor's  responsibility  for  contract 
performance,  takes  into  account  what  resources  are  necessary  and  what 
the  contractor  himself  must  do  to  accomplish  a conversion  of  ideas  and 
materials  Into  the  final  product  called  for  in  the  contract.  This  is  a 
recognition  that  within  a given  performance  output,  or  within  a given 
sales  dollar  figure,  necessary  efforts  on  the  part  of  individual  con- 
tractors can  vary  widely  in  both  ''alne  and  quantity,  and  that  the  profit 
objective  should  reflect  the  exte.rt  and  nature  of  the  contractor's  con- 
tribution to  total  performance.  The  evaluation  of  this  factor  requires 
an  analysis  of  the  cost  content  of  the  proposed  .ontract  as  follows. 

( b ) Material  Acquisition  (.Subcontracted  Items,  Purchased  Parts 
and  Other  Material) . Analysis  of  these  cost  items  shall  include  an 
evaluation  of  the  managerial  and  technical  effort  necessary  to  obtain 
the  required  purchased  parts,  subcontracted  items,  and  other  materials. 
Including  special  tooling.  This  evaluation  shall  include  consideration 
of  the  number  of  orders  and  suppliers,  and  whether  established  sources 
are  available  or  new  sources  must  be  developed.  The  con  ractlng  offi- 
cer shall  also  determine  whethei  the  contractor  will,  for  example, 
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obtain  the  material  and  tooling  by  routine  orders  from  readily  available 
supplies  (particularly  those  of  substantial  value  In  relation  to  the 
total  contract  cost) , or  by  detailed  subcontracts  for  which  the  prime 
contractor  will  be  required  to  develop  complex  specifications  involving 
creative  design  or  close  tolerance  manufacturing  requirements.  Con- 
sideration should  be  given  to  the  managerial  and  technical  efforts 
necessary  for  the  prime  contractor  to  administer  subcontracts,  and 
select  subcontractors,  including  efforts  to  break  out  subcontracts 
from  sole  sources,  through  the  introduction  of  competition.  These 
determinations  should  be  made  f'"*  purchase;.:  of  raw  materials  or  basic 
commodities,  purchases  u£  proci^ised  material  including  all  types  of 
components  of  standard  or  near  standa)  ' characteristics,  and  purchases 
of  pieces,  assemblies,  subassemblies,  special  tooling  and  other  prod- 
ucts special  to  the  end-iten.  In  the  application  of  this  criterion 
it  should  be  recognized  chat  the  contribution  of  the  prime  contractor 
to  his  purchasing  program  m.’ jiot  be  substantial.  This  might  be  applica- 
ble in  the  management  of  subcontracting  programs  •*'  "living  many 
sources,  involving  new  copies  components  and  ■*  . iiaentatlon,  in- 
complete specif icatlonj,  and  close  surveillanc  ■ the  prime  con- 
tractor’s repi'essntative . Recognized  costs  p . ad  as  direct  i 

material  costs  such  as  scrap  charges  shall  b . • ■>ted  as  material  [ 

for  profit  evaluation.  If  IntraccHupany  .asrevc  are  accepted  at  \ 

price,  in  accordance  with  15-205. 22(c) , v shri  be  evaluated  as  j 

material.  Other  intracorapany  transfers  'I  evaluated  by  indi-  f 

vidual  components  of  cost,  i.e.,  mate  and  overhead.  \ 

Normally  the  lowest  unadjusted  we  rot  c material  is  2%.  I 

A weighting  of  less  than  2%  would  be  api^t..^,..^dte  only  in  unusual  | 

circumstances  when  there  is  a minimal  contribution  by  the  contracted. 

(c)  Conversion  (Engineering  and  Manufacturing  Labor) . Analysis 
of  thfc  engineering  Isbor  and  manufacturing  labor  ifiras  of  the  cost 
content  of  the  cont .act  should  include  evaluation  of  the  comparative 
quality  and  level  of  the  engineering  talents,  manufacturing  skills 
and  experience  to  be  employed.  In  evaluating  engineering  labor  for 
the  purpose  of  assigning  profit  dollars,  consideration  should  be 
given  to  the  amount  of  notable  scientific  talent  or  unusual  or 
scarce  engineering  talent  needed  in  contrast  to  journeyman  engineer- 
ing effort  or  supporting  personnel.  The  diversity,  or  lack  thereof, 
of  scientific  and  engineering  specialties  required  for  contract 
performance  and  the  corresponding  need  for  engineering  supervision 
and  coordination  should  be  evaluated.  .Similarly,  the  .riety  of 
manufacturing  labor  skills  required  and  the  contract  manpower 
resources  for  meeting  these  requirements  should  be  xdered. 
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(d)  General  Mauasement  (Overheac^  and  G&A) . 

(1)  Analysis  of  these  overh.'.ad  items  of  cost  includes  the 
evaluation  of  the  make-up  of  these  expenses  and  how  much  they  con- 
tribute to  contract  performance.  This  analysis  should  include  a 
determination  of  the  amount  of  labor  within  these  overhead  pools  and 
how  this  labor  would  be  treated  if  it  were  considered  as  direct  labor 
under  the  contract.  The  allocable  labor  elements  should  be  given  the 
same  profit  consideration  that  they  would  receive  if  they  were  treated 
as  direct  labor.  The  other  elements  of  these  overhead  pools  should  be 
evaluated  to  determine  whether  they  are  routine  expenses  such  as  utili- 
ties, depreciation,  and  maintenance,  and  hence  given  lesser  profit 
consideration,  or  whether  they  are  significant  contributing  elements. 
The  composite  of  the  individual  determinations  in  relation  to  the  ele- 
ments of  the  overhead  pools  will  be  the  profit  consideration  given  the 
pools  a::  a whole.  The  procedure  for  assigning  relative  values  to  these 
overhead  expenses  differs  from  the  method  used  in  assigning  values  of 
the  direct  labor.  The  upper  and  lower  limits  assignable  to  the  direct 
labor  are  absolute.  In  the  case  of  overhead  expenses,  individual 
expenses  may  be  assigned  values  outside  the  range  as  long  as  the 
composite  ratio  is  within  the  range. 

(2)  It  is  not  necessary  that  the  contractor's  accounting 
system  break  down  his  overhead  expenses  withiti  the  classification  of 
engineering  overhead,  manufacturing  overhead,  and  general  and  adminis- 
trative expenses  unless  dictated  otherwise  by  Cost  Accountiiig  Standards 
(CAS) . The  contractor  whose  accounting  system  only  reflects  one  over- 
head rate  on  all  direct  labor  need  not  change  his  system  (if  CAS 
exempt)  to  correspond  with  the  above  classifications.  The  contracting 
officer  in  his  evaluation  of  such  a contractor's  overhead  rate  could 
break  out  the  applicable  sections  of  the  composite  rate  which  could  be 
classified  as  engineering  overhead,  manufacturing  overhead  and  general 
and  administrative  expenses  and  follow  the  appropriate  evaluation 
technique . 

(3)  There  is  a critical  factor  that  should  be  considered 
in  the  determination  of  profit  in  this  area.  Management  problems 
surface  in  various  degrees  and  the  management  expertise  . xercised  to 
solve  them  should  be  considered  as  an  element  ot  profit.  For  example, 
a new  program  for  an  item  which  is  on  the  cutting  edge  of  the  state  of 
the  art  will  cause  more  problems,  require  more  managerial  time,  and 
abilities  of  a higher  order  than  one  which  is  a follow-on  contract. 

If  new  contracts  create  more  problems  and  require  a higher  profit 
weight,  follow-ons  should  be  adjusted  downward  as  many  of  the  problems 
should  have  been  solved.  In  any  event  an  evaluation  should  be  made 
of  the  underlying  managerial  effort  involved  on  a case  by  case  basis. 
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(^0  It  may  not  be  necessary  for  the  contracting  officer 
to  make  a separate  profit  evaluation  of  overhead  expenses  In  connection 
with  each  procurement  action  for  substantially  the  same  product  with  the 
same  contractor.  Where  an  analysis  of  the  profit  weight  to  be  assigned 
to  the  overhead  pool  has  been  made>  that  weight  assigned  may  be  used  for 
future  procurements  with  the  same  contractor  until  there  is  a change  in 
the  cost  composition  of  the  overhead  pool  or  the  contract  circumstances, 
or  the  factors  discussed  in  (3)  above  are  Involved. 

3-808. 6 Contract  Cost  Risk. 

(a)  General . This  factor  reflects  the  policy  of  the  Department 
of  Defense  that  contractors  bear  an  equitable  share  of  contract  cost 
risk  and  to  compensate  them  for  the  assumption  of  that  risk.  A con~ 
tractor's  risk  associated  with  costs  to  perform  under  a Government 
contract  is  usually  minimal  under  cost  reimbursement  type  contracts. 
However,  as  procurements  progress  from  Basic  Research  through  Follow- 
on  Production  and  Supply  contracts  the  use  of  Increased  contractor 
risk  assumption  type  contracts  is  appropriate  for  increasing  the 
contractor's  responsibility  for  performance.  The  generally  accepted 
progression  of  the  procurement  spectrum  ranging  from  Basic  Research 
through  Supply  procurements  and  from  cost  to  firm  fixed  price  con- 
tracts is  shown  below: 


Basic  Research 
Applied  Research 
Exploratory  Development 
Advanced  Development 
Engineering  Development 


Type  of  Contract 
Cost,  CPFF 
Cost,  CPFF 
Cost,  CPFF 
CPFF,  CPAF 
CPFF,  CPAF,  CPIF 


(6)  Operatlona?  System  Development  CPIF,  CPAF,  FPl 

(7)  First  Production  FPI 

(8)  Follow-on  Production  FPI,  FFP 

(9)  Supply  FFP 

Research  and  the  various  categories  of  development  are  defined  in  ASPR 
Section  IV. 

In  developing  the  pre-negotiation  profit  objective  the  contracting 
officer  will  need  to  strongly  consider  the  type  of  contract  anticipated 
to  be  negotiated  and  the  contractor  risk  associated  .-.herewith  when 
selecting  the  position  in  the  weight  range  for  profit  that  is  appro- 
priate for  the  risk  to  be  borne  by  the  contractor.  This  factor  should 
be  one  of  the  most  important  in  arriving  at  pre-negotiation  profit 
objectives. 
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(b)  Evaluation  of  Coiitractor*s  Assumption  of  Contract  Cost  Risk. 

(1)  Evaluation  of  this  risk  requires  a determination  of 
(1)  the  degree  of  cost  responsibility  the  contractor  assumes.  (11)  the 
reliability  of  the  cost  estimates  in  relation  to  the  task  assumed,  and 
(111)  the  complexity  of  the  task  assumed  by  the  contractor.  This 
factor  Is  specifically  limited  to  the  risk  of  contract  costs.  Thus, 
such  risks  on  the  part  of  the  contractor  as  reputation,  losing  a com- 
mercial market,  risk  of  losing  potential  profits  In  other  fields,  or 
any  risk  on  the  part  of  the  purchasing  activity,  such  as  the  risk  of 
not  acquiring  an  effective  weapon  are  not  within  the  scope  of  this 
factor. 

(2)  The  first  and  basic  determination  of  the  degree  of 
cost  responsibility  assumed  by  the  contractor  is  related  to  the 
sharing  of  total  risk  by  contract  cost  by  the  Oovernment  and  the 
contractor  through  the  selection  of  contract  type.  The  extremes 
are  a coat-plus-fixed-fee  contract  requiring  only  that  the  contractor 
use  his  best  efforts  to  perform  a task,  and  a firm  fixed-price  con- 
tract for  a complex  Item.  A cost-plus-f ixed-fss  contract  would 
reflect  a minimura  assumption  of  cost  responsibility,  whereas  a firm 
fixed-price  contract  would  reflect  a complete  assumption  of  cost 
responsibility. 

(3)  The  second  determliiation  is  that  of  the  reliability 
of  the  cost  estimates,  Sound  price  negotiation  requires  well-defined 
contract  objectives  and  reliable  cost  estimates.  Prior  production 
experience  assists  the  contractor  in  preparing  reliable  cost  esti- 
mates on  new  procurements  for  similar  equipment,  An  excessive  cost 
estlDiate  reduces  the  possibility  that  the  cost  of  performance  will 
exceed  the  contract  price,  thereby  reducing  the  contractor’s  assump- 
tion of  contract  cost  risk. 

(4)  The  third  deternd  latlon  is  that  of  the  difficulty 
of  the  contractor's  task.  The  coi. tractor's  task  can  be  difficult 
or  easy,  regardless  of  the  type  of  contract. 

(5)  Contractors  are  likely  to  assume  greater  cost  risk 
only  if  contracting  officers  objectively  analyze  the  risk  incident 
to  proposed  contracts  and  arc  willing  to  compensate  contractors  for 
it.  Generally,  a cost-plus-fixed-fee  contract  would  not  justify  a 
reward  for  risk  in  excess  of  IX,  nor  would  a firm  fixed-price  con- 
tract justify  a reward  of  less  than  6%.  Where  proper  contract  type 
selection  has  been  made  the  reward  for  risk  by  contract  type  would 
usually  fall  into  the  following  percentage  ranges: 
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Type  of  Contract ...  .ai\(l ...  .Percentage  Ranges 


Cost-Pius~Flxed  Fee  0 to  1% 

Co8t-Plus>Incentlve-Fee  1 to  3% 

Flxed-Price-Incentlve 3 to  6% 

Firm-Fixed-Price  6 to  8% 


a.  These  ranges  may  not  be  appropriate  for  all  pro- 
curement situations.  For  Instance,  a fixed -price-incentive  contract 
which  is  closely  priced  with  a low  ceiling  price  and  high  incentive 
share  may  be  tantamount  to  a firm  fixed-price  contract.  In  this 
situation,  the  contracting  officer  might  determine  that  a basis 
exists  for  high  confidence  in  the  reasonableness  of  the  estimate, 

and  that  little  opportunity  exists  for  cost  reduction  without  extra- 
ordinary efforts.  On  the  l her  hand,  a contract  wltu  a h’lgh  celling 
and  low  incentive  formula  could  be  coiisidered  to  contain  cost-plus- 
incentive-fee  contract  features . In  this  situation  the  contracting 
officer  might  determine  that  the  Government  is  retaining  mu.  S of  the 
contract  cost  responsibility  and  that  the  risk  assumed  by  the  con- 
tractor is  minimal.  Similarly,  if  a cost-plus-incentive- fee  contract 
Includes  an  unlimited  downward  (negative)  fee  adjustment  on  cost 
control,  it  could  be  comparable  to  a fixed-price-incentive  contract. 

In  such  a pricing  environment  the  contracting  officer  may  determine 
that  the  Govenunent  has  transferred  a greater  amount  of  cost  responsi- 
bility to  the  contractor  than  is  typical  under  a normal  cost-plus- 
incentive-fee  contract. 

b.  The  contractor’s  subcontracting  program  may  have 
a slgnnicant  impact  on  the  contractor's  acceptance  of  risk  under  a 
contract  form,  it  could  cause  risk  to  increase  or  decrease  in  terms 
of  both  cost  and  performance.  This  consideration  should  be  a part  of 
the  contracting  officer's  overall  evaluation  in  selecting  a factor  to 
apply  for  cost  risk,  It  may  be  determined,  for  instance,  that  the 
prime  contractor  has  effectively  transferred  real  cost  risk  to  a sub- 
contractor and  the  contract  cost  risk  evaluation  may,  as  a result, 

be  below  the  range  which  would  otherwise  apply  for  the  contract  type 
being  proposed.  It  would  be  expected  that  this  situation  would  be 
found  to  exist  only  in  a very  few  extraordinary  procurement  situations 
under  circumstances  of  (i)  a follow-on  production  contract,  in  which 
a very  substantial  portion  of  the  total  contract  costs  represents  a 
single  subcontract  or  a very  few  subcontracts, (ii)  the  fullest  incentive 
reward  and  penalty  feature  on  cost  performance  having  been  passed  by  the 
prime  to  the  subcontractor.  In  a procurement  action  in  which  all  of 
these  circumstances  are  found  to  exist,  a lower  than  usual  profit  weight 
may  appropriately  be  applied  to  the  aggregate  of  all  recognised 
costs  Including  the  subcontract  portion.  The  contract  cost  risk 
evaluation  should  not  be  lowered,  however,  merely  on  the  basis  that 
a substantial  portion  of  tlie  contract  costs  represents  subcontracts 
without  any  substantial  transfer  of  contractor's  risk,  since  this 
could  result  eventually  in  a lessening  of  the  amount  of  work  let  oi^ 
subcontracts. 
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£•  In  making  a contract  cost  risk  evaluation  In 
a procurement  action  that  involves  doflnltiaation  of  a letter 
contracti  unpriced  change  orders  and  unpriced  orders  under  BOA*s, 
consideration  should  be  given  to  the  effect  on  total  contract 
cost  risk  as  a result  of  having  partial  performance  before 
deflnltlzatlon.  Under  sonie  circumstances  It  may  be  reasoned  that 
the  total  amount  of  cost  risk  has  been  effectively  reduced.  Under 
other  circumstances  it  may  be  apparent  that  the  contractor's  cost 
risk  remained  substantially  unchanged.  To  be  equitable  the  deter- 
mination of  a profit  weight  for  application  to  the  total  of  all 
recognized  costs,  both  those  Incurred  and  those  yet  to  be  expended, 
must  be  made  with  consideration  to  all  attendant  circumstances,  not 
Just  be  the  portion  of  costs  incurred,  or  percentage  of  work  com- 
pleted, prior  to  deflnltlzatlon. 

3-808.7  Facilities  Capital  Investment.  This  element  relates 
to  the  consideration  to  be  given  in  the  profit  objective  in  x*ecog- 
nltlon  of  the  Investment  risk  associated  with  the  facilities 
employed  in  the  performance  of  a contract.  Six  to  10  percent  of 
the  i\et  book  value  of  facilities  capital  allocated  to  the  contract 
la  the  normal  range  of  V.’sight  for  this  profit  factor.  The  key 
factors  that  the  contracting  officer  should  consider  in  evaluating 
this  risk  and  In  selecting  a weight  within  the  percentage  range  of 
6 to  10  are  (1)  whether  the  facilities  are  general  purpose  or 
special  purpose  Items,  (11)  the  age  of  the  facilities,  (ill)  the 
undepreciated  value  of  the  facilities,  and  (Iv)  the  relationship 
of  the  remaining  write-off  life  of  the  investment  and  the  length 
of  the  program(s)  or  coiitract(s)  on  which  the  facilities  ore  em- 
ployed. Separate  evaluation  shall  be  made  of  existing  and  new 
facilities  investments  in  arriving  at  a composite  weight  for  this 
profit  factor, 

(a)  Existing  Facilities.  That  portion  of  the  facilities 
capital  to  be  employed  on  the  contract  which  represents  prior 
investments  would  normally  fall  in  the  lower  half  of  the  range, 

1.0. , between  6-8.  Within  this  range  general  purpose  equipment 
with  a small  undepreciated  value  \diich  can  be  used  for  continuing 
follow-on  defense  work  or  for  commercial  work  should  receive  less 
weight.  Special  purpose  equipment  should  receive  greater  weight 
depending  upon  the  unrecovered  value  in  relation  to  its  future 
utility . 

(b)  New  Investments.  Facility  investments  to  be  made 
during  the  course  of  the  contract  would  uox-mally  fall  in  the 
upper  half  of  the  range,  i.e.,  8-10.  To  assist  in  evaluating 
this  element,  the  contracting  officer  .should  I'equest  the  con- 
tractor to  submit  reasonable  evidence  that  the  new  facilities  are 
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part  of  an  approved  Investment  plan,  and  achievable  benefits  to 
the  Government  will  result  from  the  investment.  New  industrial 
facilities  and  equipment  which  (1)  are  to  be  procured  by  the  con- 
tractor primarily  for  Defense  business,  (ii)  have  a long  service 
life,  (lil)  have  a limited  economic  life  due  to  limited  alternative 
uses,  and  (iv)  reduce  the  total  life  cycle  cost  of  the  products 
produced  for  the  DoD  should  receive  maximum  weight.  To  the  extent 
that  the  new  Investment  represents  routine  replacement  of  existing 
assets,  a lesser  weight  should  be  assigned. 

3-803.8  Special  Factors. 

(g)  ForelRn  Military  Sales  Effort.  Contractors  actively 
engaged  In  the  development  of  foreign  markets  for  military  items 
frequently  exert  sales  efforts  and  assume  risks  beyond  the  normal 
risks  recognized  In  the  weighted  guidelines  method.  In  such  cases, 
in  connection  with  procurements  for  Foreign  Mllitory  Sales  (FMS) , 
it  is  appropriate  to  recognize  outstanding  sales  effort  in  the 
foreign  markets  and  attendant  risks  by  a special  profit  factor  to 
be  considered  within  the  weighted  guidelines  in  arriving  at  a profit 
objective,  uue  to  four  percent  of  recognized  costs  is  established' 
as  the  normal  rango  of  value  for  this  profit  factor.  The  criteria 
for  selection  of  the  specific  percentage  shall  be  based  upon  such 
factors  as  the  contractor  demons truting  that  ho  has  (1)  initiated 
the  sale  or  expended  efforts  in  furthering  the  sale,  (11)  assumed 
responsibility  for  the  product  aftoi’  delivery  beyond  thot  which 
may  be  priced  in  the  contract,  or  (Hi)  assumed  other  risks 
associated  with  the  Foreign  Military  Sale.  It  is  not  Intended  that 
this  special  profit  factor  be  applied  to  all  Foreign  Military  Sales, 
but  only  In  tl)ose  casos  when  a contractor  can  demonstrate  tliat 
additional  profit  beyond  that  normally  recognized  in  the  weighted 
guidelines  is  warranted  for  tliat  sale.  This  special  profit  factor 
shall  not  apply  to  Foreign  Military  Sales  made  from  Inventories 
or  stocks,  to  procurements  for  replenishment  of  Inventories  or 
stocks,  or  to  procurements  made  under  DoD  Cooperativo  Logistic 
Support  Arrangements. 

(b)  Pi'oductlvity . 

(1)  General . A key  objective  of  the  Department  of 
Defeiise  profit  policy  is  to  reduce  the  cost  of  defense  proparodness 
by  incenflvlzlng  Defense  Contractors'  inve.stment  In  modern  cost- 
reducing  facilities  and  other  improvements  in  efficiency. 

To  the  extent  that  costs  serve  as  the  basis  for 
pricing  (both  cost  and  profit),  success  in  reducing  costs  could 
serve,  in  turn,  to  reduce  profit  dollars  opportunity.  For  example, 
a fixed  price  incentive  type  contract  is  typically  used  for  the 
first  production  contract  of  a major  weapon  system  program.  The 
incentive  to  increase  productivity  and  reduce  cost  within  one  con- 
tract works  against  a contractor  on  follow-on  production  contracts 
because  the  reduced  level  of  cost  becomes  a part  of  the  basis  for 
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pricing  Bubsequant  contracte.  In  ordor  to  mitigate  the  lose  of 
profit  dollars  opportunity  that  occurs  when  costs  aro  reduced  due 
to  productivity  goins,  a special  "Productivity  Reward"  may  be 
Included  in  the  pre-negotiation  profit  objective  of  a pending 
procurement  under  certain  circumstances. 

<2)  Applicability  Criteria.  The  "Productivity 
Howard'  may  be  applied  when  the  following  criteria  are  met: 

(1)  The  ponding  pcoeuramont  action  involves  a 
follow-on  production  contract. 

(ii)  Reliable  nctual  cost  data  is  available 
to  establish  a fair  and  reasonable  coat 
baseline. 

(Hi)  Changes  made  in  the  configuration 
of  the  item  being  procured  ere  not 
of  Bufflcient  magnitude  to  Invalidate 
price  comparability. 

(3)  Implementation  Procedures . The  amount  of  pro- 
ductivity reward  for  a given  contract  is  based  on  the  estimated 
cost  reduction  which  can  be  attributed  to  productivity  gains. 

Set  forth  below  are  principles  and  procoduros  whlcl:  opply  to 
estimating  coat  reductions  and  calculating  the  productivity 
reward . 

(i)  The  contractor  shall  prepare  and 

support  the  cost  reduction  estimato. 

(ii)  The  overall  contract  cost  decrease 

shall  be  based  on  estimated  decreases 
measured  at  the  unit  cost  level, 

(lii)  The  lowest  average  unit  coot  (exclusive 
of  profit)  for  a preceding  production 
run  shoH  serve  aa  the  unit  coot 
baseline, 

(5v)  A technique  shall  be  employed  to  dotormino 
that  portion  of  the  cost  decrease  which  is 
attributable  to  productivity  gains  ns 
opposed  to  the  effects  of  quantity  difforoncos 
between  the  base  contract  and  the  pending 
procurement  action. 

(v)  When  the  parties  agree  that  the  estimated 
overall  contract  cost  decrease  is 
materially  affected  by  price  level 
differences  between  the  base  period  and 
the  current  point  in  time,  on  economic 
price  adjustment  may  be  applied  to  the 
estimate. 

(vi)  The  productivity  reward  sholl  be 

calculated  by  multiplying  the  contract 
cost  decrease  due  to  productivity  gains 
by  the  base  profit  objective  rate. 
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(yll)  The  dagroe  of  review  and  validation 

of  the  data  supporting  the  productivity 
reword  calculation  should  be  coinmenaurote 
with  the  moterlality  of  this  profit 
element  in  relation  to  the  overall  price 
objective. 

Thera  may  be  several  methods  advanced,  by  both  contracting 
officers  and  contractors,  to  quontlfy  productivity  gains.  Anv 
technique  may  be  acceptable  provided  it  takes  into  account 
equitably  the  principles  and  procedures  listed  above. 

(c)  Independent  Development . Contractors  who  develop  items 
which  have  potential  military  application  x^lthout  Government  assist- 
ance are  entitled  to  special  profit  consideration  on  those  items  as 
a special  profit  factor  to  be  considered  within  the  weighted  guide- 
lines in  arriving  at  a profit  objective.  One  to  four  percent  of 
recognized  cost  la  established  as  the  normal  range  of  value  for 
this  profit  factor.  The  critei'io  for  soloction  of  the  specific 
percoutngo  shall  be  the  importance  of  the  development  in  furthering 
defense  purposes,  the  demonstrable  Initiative  in  determining  the 
need  and  application  of  the  dovelopment,  the  extent  of  the  con- 
tractor’s cost  risk,  and  whether  the  development  cost  was  recovered 
directly  or  indirectly  from  '.ovorument  sources. 

(d)  Other  Foctovs.  A composite  percentage  weight  within 
the  range  of  minus  five  percent  to  plus  five  percent  of  the  basic 
profit  objective  may  bo  assigned  to  other  factors  in  arriving  at 
the  total  profit  objective.  Those  other  profit  factors,  which 

may  apply  to  special  circumstances  or  particular  procuremonti. , relate 
to  contractor  participation  in  Small  or  Minority  Business,  and  l.nbor 
Surplus  Programs  and  to  special  situations  not  specifically  set 
forth  elsewhere  in  these  guidelines.  Program  participation  which 
Is  rated  as  merely  satisfactory  should  generally  be  assigned  a 
wolfilit  of  zero.  Evidence  of  energetic  support  may  Justify  a plus 
weight  and  poor  support  u negative  weight.  Special  situations 
may  bo  assigned  cither  o plus  or  minus  weight  depending  on  the 
particular  circumstances  of  the  procurement. 

(1)  Smoll  Business  Participation.  The  contractor's 
poHcios  and  procedures  which  energetically  support  Goverianont 
small  business  programs  pursuant  to  1-707,1  aiid  1-332  should  be 
given  favorable  consideration.  Any  unusual  effort  which  the  con- 
tractor displays  in  subcontracting  with  small  concerns,  particu- 
larly for  development  type  work  likely  to  result  in  later  produc- 
tion opportunities,  and  overall  effectiveness  of  the  contractor 
in  subcontr?ctiug  with  and  furnishing  assistance  to  small  concerns 
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ehould  ba  coneldored.  Converaoly,  falluvo  oi^  unwiillugnoas  on 
tho  part  o£  tho  contractor  to  aupport  Governmont  small  buslnana 
policies  should  bo  vlowod  &e  ovidonco  of  poor  porfortnanco  for  tho 
purpose  of  establishing  a profit  objoctlvo. 

(2)  Labor  Surplus  Area  Participation.  A aimilor 
review  and  evaluation  (aa  required  'In  (1)  obovaV  ahould  bo  given 
to  the  contractor's  policies  and  proceduraa  supporting  the  Govern- 
mout'a  Labor  Surplus  Area  Program  pursuant  to  1-805.1.  Particular 
favorable  consideration  ahould  be  given  to  o contractor  who 

(i)  mckea  a significant  effort  to  help  find  jobs  and  provide 
training  for  the  hardcore  unemployed,  or  (11)  promotoa  maximum 
subcontractor  utlllaation  of  cortlfled  ellglbla  concerne,  aa 
defined  in  1-801.1. 

(3)  Special  Sltuationo.  Particular  procurement 
altuotlons  may  Justify  u'ao  of  a profit  factor  other  than  those 
specifically  identified  in  those  guidelines.  Thaae  situations 
shall  be  identified  and  the  roaBonia}  for  their  use  documented 

in  the  records  of  price  ncgotiotton.  P.xomplea  of  such  situations 
inciudo  contractor  effort  to  exploit  additional  production  coat 
reduction  opportuivitioa  or  to  improve  or  develop  nc»  product/ 
manufacturing  technologies  to  reduce  production  cost. 
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ITEM  11  — CALCULATION  AND  APPLICATION  OF  FACILITIES  CAPITAL  B-tPLOYBD 


3-1300  le  a naw  Part  which  sata  forth  (I)  guidollnaa  for 
aatlmatlng  facilltlaa  capital  omployad  In  Individual  procura- 
naiita  and  (2)  procoduroa  for  application  to  tha  pricing i payment 
and  final  sottlomemt  aapacta  of  tho  procuromant . 

Facilltioa  capital  omployod  haa  profit  and  coot  appllcotlotis. 

In  thia  regard,  the  Invaatmant  risk  aopoct  of  the  facilltioa  capital 

amployod  is  recognlBad  as  a part  of  profit  when  tho  profit  objective 

la  required  to  be  OBtablishoU  in  accordance  with  tho  guidelines  sot 

forth  in  Item  1.  This  applicability  hoco.nes  offoctlve  upon  tho 

receipt  of  this  Circular.  Coat  of  money  for  facllltlea  capital  aa 

a coat  io  heroin  implomentad  in  anticipation  of  the  approval  of  t 

CAS  A14.  This  new  coat  will  be  recognlaed  in  DoD  procurement  oa 

of  the  effective  date  of  CAS  AlA,  Racoanlcion  win  ha  given  in 

iiOgotiated  contracts  which  aro  pflcod  on  tho  basis  of  cost 

analysist 

i 

'4 
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3-1300  Facilities  Capital  Employed. 

J-1300.1  Policy . 

(a)  It  is  the  policy  of  the  Deoartment  of  Defense  to  recognize 
facilities  capital  employed  as  an  element  it  establishing  the  price 
of  certain  negotiated  defense  contracts  when  such  contracts  are 
priced  on  the  basis  of  cost  analysis.  The  inclusion  of  this  recog- 
nition is  intended  to  rev;ard  contractor  investments,  motivate  increased 
productivity  and  reduced  costs  through  the  use  of  modern  manufacturing 
technology,  and  to  generate  other  efficiencies  in  the  performance  of 
defease  contracts.  The  recognition  of  contractor  investments  in  the 
development  of  the  profit  objective  will  result  In  a profit  objective 
based  on  a combination  of  effort,  risk,  and  Investment  factors. 

(b)  Separate  recognition  shall  be  given  to  the  cost  of 
capital  and  the  special  risk  associated  with  the  facilities 
capital  employed  for  defense  contract  purposes. 

(1)  The  risk  aspect  of  facilities  capital  employed  shall 
be  recognized  as  a part  of  profit  when  the  profit  objective  is 
established  In  accordance  with  the  guidelines  set  forth  in  3-808. 

(See  specially  3-808.7.) 

(2)  Cost  of  money  for  facilities  capital  will  be  recog- 
nized as  au  allowable  cost  in  those  negotiated  defense  contracts 
priced  on  the  basis  of  cost  analysis.  (See  15-205.50). 

(c)  Applicability.  As  of  the  effective  date  of  this  policy, 
it  shall  apply  to  appropriate  new  contracts  and  modifications  to 
existing  contracts.  This  policy  shall  rot  apply  to  contracts  or 
amendments  thereto  which  precede  its  effective  date. 

3-1300.2  Definitions,  Measurement  and  Allocation.  Cost  Accounting 
Standard  (CAS)  No.  414,  "Cost  of  Money  as  an  Element  of  the  Cost  of 
Fa:ilities  Capital,"  incorporated  in  ASPR  Appendix  0,  establishes 
criteria  for  the  nis-asurement  and  allocation  of  the  cost  of  capital 
committed  to  facilities,  as  an  element  of  contract  cost  for  histori- 
cal cost  deteimiination  purposes.  Important  features  of  the  CAS  are 
its  definitions,  techniques  for  application,  and  a prescribed  Form 
CASB-CMF  with  instructions.  This  Part  adopts  the  techniques  of  CAS 
414  as  tlie  approved  method  of  measurement  and  allocation  of  facilities 
cost  of  money  to  overhead  pools  at  the  business  unit  level,  and  adds 
only  such  supplementary  procedures  as  are  necessary  to  extend  those 
techniques  to  contract  forward  pricing  and  administration  purposes. 
Therefore,  these  procedures  are  intended  to  be  completely  compatible 
with,  and  an  extension  of,  the  definitions,  criteria  and  techniques 
of  CAS’  414.  Contractors  who  computerize  their  financial  data  are 
encouraged  to  meet  the  requirements  of  both  CAS  414  and  this  Part 
from  the  same  data  bank  and  programs. 
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3-1300.3  Estimating  Business  Unit  Facilities  Capital  and  Cost 
of  Money . 

(a)  Two  methods  are  described  below  for  estimating  contract 
facilities  capital  to  be  employed  and  the  related  cost  of  money,  a 
"historical"  method  and  a "projected"  method.  Both  use  the  tech- 
niques of  uAS  414  and  Form  CASB-CMF  to  develop  Facilities  Capital 
Cost  of  Money  Factors  (CMF)  by  overhead  pools  at  the  business  unit 
level,  and  then  use  those  factors  to  estimate  Contract  Facilities 
Capital  Cost  of  Money  and  Contract  Facilities  Capital  Employed  on 
DD  Form  1861.  The  principal  differences  in  the  two  methods  of 
estimating  are  (i)  the  time  periods  used  as  a data  base,  and 

(ii)  the  number  of  Forms  CASB-CMF  required. 

(b)  The  "historical"  method  uses  business  unit  facilities 
capital  data  from  the  contractor's  latest  completed  cost  accounting 
period,  and  therefore  uses  exactly  the  same  facilities  values  and 
allocation  bases  as  are  required  for  retroactive  cost  determination 
and/or  repricing  under  CAS  414  and  ASPR  15-205.50.  This  method  of 
estimating  facilities  capital  to  be  employed,  and  the  related  cost 
of  money,  assumes  that  the  same  relationships  of  average  facilities 
employed  to  allocation  base  units  of  measure  will  continue  to  apply 
over  the  contract  performance  period.  It  is  especially  appropriate 
for  a contractor  who  budgets  each  year's  depreciation  for  new 
facilities  (a  common  practice) , and  therefore  maintains  a fairly 
constant  level  of  facilities  net  book  value.  It  has  the  advantages 
of  (i)  maximum  simplicity,  and  (ii)  congruence  with  the  retroactive 
cost  determination  and  repricing  mentioned  above.  Therefore  prompt 
completion  of  one  Form  CASB-CMF  immediately  following  completion  of 
each  cost  accounting  period  will  serve  the  dua3  purpose  of  retro- 
active repricing  under  CAS  414,  and  forward  pricing  under  this 
Part. 

(c)  The  "projected"  method  uses  the  same  Form  CASB-CMF  and 
CAS  414  techniques,  but  draws  its  data  from  budgetary  projections 
for  future  time  periods.  Separate  Forms  CASB-CMF  must  be  submitted 
for  each  contractor  cost  accounting  period  impacted  by  negotiated 
contract  performance  periods,  and  therefore  different  sets  of  Cost 
of  Money  Factors  are  developed  for  each  cost  accounting  period. 

In  this  respect,  "projected"  CMF's  are  .similar  to  Forward  Pricing 
Rate  Agreements  (FPRA's) , and  will  normally  be  submitted  and 
evaluated  as  complementary  documents  and  procedures.  The  inclu- 
sion or  exclusion  of  facilities  net  book  values  should  be  consistent 
with  the  allowability  or  unallowability  of  costs  generated  by  those 
facilities,  for  overhead  and  pricing  purposes.  This  method  has  Che 
disadvantage  of  more  forms,  complexity  and  softer  data,  but  is  tiie 
only  way  to  accommodate  and  reflect  major  changes  in  the  Jevel  of 
facilities  net  book  values,  e.g.,  major  plant  additions  for  a new 
program  or  the  decrease  of  facilities  by  sale,  abandonment  or  other 
di sposal . 
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(d)  Use  of  the  "projected"  method  does  not  relieve  the 
contractor  of  annual  submissions  of  "historical"  or  actual  data 
on  Form  CASB-CMF,  since  they  serve  separate  purposes.  Projected 
facilities  capital  and  cost  of  money  are  used  to  develop  (i)  the 
facilities  investment  risk  element  of  a prenegotiation  profit 
objective,  and  (ii)  an  interim  billing  rate  for  reimbursing  the 
cost  of  facilities  capital  employed.  Retroactive  actual  submis- 
sions are  required  when  it  is  necessary  to  determine  final  allowable 
costs  for  cost  settlement  and/or  repricing  in  accordance  with  CAS 
414  and  ASPR  15-205.50. 

(e)  The  "historical"  method  will  normally  be  used  to 
estimate  projected  facilities  capital  and  cost  of  money.  The 
"projected"  method  may  be  used  when  materially  different  results 
would  be  obtained,  such  as  anticipated  new  investment  or  decreases 
in  plant  facilities  that  will  materially  affect  facilities  net  book 
values  over  the  life  of  the  contract  When  the  projected  method  is 
used  the  contractor  should  justify  the  proposal  by  reasonable 
identification  of  the  facilities  to  be  acquired  or  disposed  of, 
with  a time-phased  program,  both  of  which  should  be  supported  by 
his  capital  budget.  A contractor's  proposal  under  the  "projected" 
method  will  be  reviewed  by  the  auditor  and  AGO,  usually  in  connec- 
tion with  negotiating  FPRA'S,  and  recommendations  made  to  the  PCO. 

The  PCO's  decision  to  accept  the  "projected"  method  should  balance 
the  materiality  of  the  effect  of  facilities  increases  or  decreases 
justified,  against  the  added  complexity  and  administrative  burden 
of  evaluating  the  proposal. 

(f)  Under  either  method  of  estimating,  only  the  most  recent 
interest  rate  determined  by  the  Seci etary  of  the  Treasury  pursuant 
to  P.L.  92-41  (85  Stat.  97)  will  be  used  as  the  cost  of  money  rate 
in  Column  1 of  Forms  CASB-CMF,  Therefore  only  one  rate  will  be 
used  in  the  estimating  process  regardless  of  the  length  of  the 
contract  term,  and  that  same  rate  must  be  used  on  DD  Form  1861 

to  determine  Contract  Facilities  Capital  Employed  (see  3-1300. 4(c) 
below) , 

3-1300.4  Contract  Facilities  Capital  Estimates. 

(a)  After  determination  of  whether  to  use  the  "historical" 
or  "projected"  methods  and  submission  of  appropriate  Forms  CASB-CMF 
as  described  above,  the  PCO  is  in  a position  to  estimate  the  facili- 
ties capital  cost  of  money  and  capital  employed  for  a contract  pro- 
posal. DD  Form  1861  "Contract  Facilities  Capital  and  Cost  of  Money" 
has  been  provided  for  this  purpose  and,  properly  completed,  becomes 
a connecting  link  betv^een  the  Forms  CASB-CMF  and  DD  Form  1547 
"Weighted  Guidelines  Profit/Fee  Objective."  An  evaluated  contract 
;ost  breakdown,  reduced  to  the  contracting  officer's  prenegotiation 
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cost  objective,  must  be  available.  The  procedure  is  similar  to 
applying  negotiated  and  approved  overhead  rates  to  appropriate 
overhead  allocation  bases  to  determine  contract  overhead  costs . 

(b)  DD  Form  1861  provides  for  listing  overhead  pools  and 
direct-charging  service  centers  (if  used)  in  the  same  structure 
they  appear  on  the  contractor's  cost  proposal  and  Forms  CASB-CMF. 

The  structure  and  allocation  base  uuits-of -measure  must  be  compatible 
on  all  three  displays.  If  the  "projected"  method  is  used,  each 
overhead  pool  must  be  further  broken  doxm  by  years  to  match  the 
separate  "projected"  Forms  CASB-CMF.  If  the  "historical"  method 

is  used,  this  yearly  breakdown  is  not  required.  Appropriate  con- 
tract overhead  allocation  base  data  are  extracted  from  the  evaluated 
cost  breakdovm  or  prenegotiation  cost  objective,  and  listed  against 
the  above  pool-year  structure.  Facilities  Capital  Cost  of  Money 
Factors  are  extracted  from  the  appropriate  (historical  or  projected) 
Forms  CASB-CMF  and  likewise  listed  against  the  pool-year  structure. 
Each  allocation  base  Is  multiplied  by  its  related  factor  to  get 
the  Facilities  Capital  Cost  of  Money  estimated  to  be  incurred  in 
each  pool-year.  The  sum  of  these  segments  represents  the  estimated 
Contract  Facilities  Capital  Cost  of  Money. 

(c)  Since  the  Facilitie.s  Capital  Cost  of  Money  Factors  reflect 
the  applicable  cost  of  motiey  rate  in  Column  1 of  Form  CASB-CMF, 

the  Contract  Facilities  Capital  Employed  can  be  determined  by 
dividiiig  the  contract  Cost  of  Moiiey  by  that  same  rate.  DD  Form 
1861  is  designed  to  record  and  compute  all  the  above  in  the  most 
direct  way  possible,  and  the  end  result  is  the  Contract  Facilities 
Capital  Cost  of  Money  and  Capital  Employed  which  is  carried  forward 
to  DD  Form  1547, 

3-1300.5  Pre-Award  Facilities  Capital  Applications.  Facilities 
Capital  Cost  of  Money  and  Capital  Employed  as  determined  above,  are 
applied  in  establishing  cost  and  price  objectives  as  follows: 

(a)  Cost  of  Money. 

(1)  Cost  Objective.  This  special,  imputed  cost  of 
money  snail  be  used,  together  with  xxorraal,  booked  costs,  in  estab- 
lishing a cost  objective  or  the  target  cost  when  structuring  an 
incentive  type  contract.  Target  costs  thus  established  at  the 
outset,  shall  not  be  adjusted  as  actual  cost  of  money  rates  become 
available  for  the  periods  during  which  contract  performance  takes 
place. 

(2)  Profit  Objective.  Cost  of  money  shall  not  be 
Included  as  part  of  the  cost  base  when  measuring  the  contractor’s 
effort  in  connection  with  establishing  a pre-negotiation  profit 
objective.  The  cost  base  for  this  purpose  shall  be  restricted  to 
normal,  booked  costs. 

(b)  Facllitleo  Capital  Employed.  The  profit  objective  as 
it  relates  to  the  risk  associated  with  facilities  capital  employed 
shall  be  assessed  and  weighted  in  accordance  with  the  profit 
guidelines  set  forth  in  3-808.7. 
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3-1300.6  Reserved. 

3-1300.7  Post  Award  Facilities  Capital  Applications. 

(a)  Interim  QlllinRS  Based  on  Costs  Incurred.  Contract  Facili- 
ties Capital  Cost  of  Money  may  be  Included  In  cost  reimbur;.*  aent  and 
progress  payment  invoices.  The  amouirt  that  qualifies  as  c.st  Incurred 
for  purposes  of  the  "Cost  Reimbursement,  Fee  and  Payment"  or  "Progress 
Payment"  clause  of  the  contract  is  the  result  of  multiplying  the 
Incurred  portions  of  the  overhead  pool  allocation  bases  by  the  latest 
available  Cost  of  Money  Factors.  Like  applied  overhead  at  forecasted 
overhead  rates,  such  computations  are  interim  estimates  subject  to 
adjustment.  As  each  year's  data  are  finalized  by  computation  of  the 
actual  Cost  of  Money  Factors  under  CAS  414  and  ASPR  15-205.50,  the 

new  factors  should  be  used  to  calculate  contract  facilities  cost 
of  money  for  the  next  accounting  period. 

(b)  Final  Settlement.  Contract  facilities  capital  cost  of 
money  for  final  cost  determination  or  repricing  is  based  on  each 
year's  final  Cost  of  Money  Factors  determined  under  CAS  414  and 
supported  by  separate  Forms  CASB-CMF.  Contrary  to  projection  of 
contract  cost  of  money  under  the  "historical"  method,  each  year  of 
contract  performance  must  be  separately  computed  in  a manner  similar 
to  yearly  final  overhead  rates.  Also  like  overhead  costs,  the  final 
settlement  will  include  an  adjustment  from  interim  to  final  contract 
cost  of  money.  However  estimated  or  target  cost  will  not  be  adjusted, 
3-1300.8  Admintstracive  Procedures. 

(a)  Contractor  submission  of  Forms  CASB-CMF  using  either  the 
"historical"  or  "projected"  method  of  forecasting  will  normally  be 
Initiated  under  the  same  circumstances  as  Forward  Pricing  Rate 
Agreements  (see  ASPR  3-807 .12(b) ) , and  be  evaluated  as  complementary 
documenf  and  procedures.  The  "historical"  method  requires  onJy 
one  Foil..  CASB-CW,  which  also  serves  to  finalize  facilities  cost 
of  money  for  the  prior  period,  while  the  "projected"  method  requires 
separate  Forms  for  each  prospective  cost  accounting  period  during 
which  Government  contract  performance  is  anticipated.  If  the  con- 
tractor does  not  annually  negotiate  FPRA's,  submissions  may  never- 
theless be  made  annually  £r  with  individual  contract  pricing  pro- 
posals, as  agreed  to  by  the  contractor  and  the  cognizant  AGO.  The 
cognizant  AGO  shall,  with  the  assistance  of  the  cognizant  auditor, 
evaluate  the  facilities  capital  data  and  cost  of  money  factors, 
and  retain  approved  factors  with  other  negotiated  forward  pricing 
data  and  rates . 

(b)  When  a contracting  officer  uses  the  Weighted  Guidelines 
method  of  determining  a profit  objective  under  the  criteria  of 
ASPR  3-808.2,  he  will  complete  a DD  Form  1861  "Gontract  Facilities 
Gapital  and  Cost  of  Money"  after  evaluating  the  contractor's  cost 
proposal  and  deternn'<'>lr.jj  nis  pre-negotiation  cost  objective,  but 
before  completing  a D'5  Form  1547  "Weighted  Guidelines  Profit/Fee 
Objective."  At  his  option,  a PCO  may  request  the  cognizant  AGO  to 
complete  the  DD  Form  1861  in  connection  with  normal  field  pricing 
support  under  ASPR  3-801.5,  and  Include  it  in  his  field  pricing 
support  report  with  appropriate  evaluation  comments  and  recom- 
mendations . 
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(c)  If  the  "projected"  method  was  used  for  projecting 
Facilities  Cost  of  Money  Factors,  a final  Form  CASB-CMF  must  be 
submitted  by  the  contractor  under  CAS  A14  as  soon  after  the  end 
of  each  cost  accounting  period  as  possible,  for  the  purpose  of 
final  cost  determinations  and/or  repricing.  In  this  event  the 
submission  should  accompany  the  contractor's  proposal  for  actual 
overhead  costs  and  rates,  and  be  evaluated  as  complementary  docu- 
ments and  procedures . 
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ITEM  III  — COST  OF  MONEY  FOR  FACILITIES  CAl'ITAL  EMPLOYED  AS  AN 
ALLOWABLE  COST 


15-2O5«50  covers  a cost  principle  relative  to  the  recoRuition 
of  cost  of  money  for  facilities  capital  as  on  allowable  cost. 
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15-205.50  Facilities  Capital  Cost  of  Money  (CWAS-NA) 

(a)  Facilities  capital  cost  of  money  (Cost  of  Capital 
Committed  to  Facilities)  is  an  imputed  cost  determined  by 
applying  a cost  of  money  rate  to  facilities  capital  employed 
in  support  of  Defense  contracts.  A cost  of  money  rate  is 
derived  from  a comn^on  source  and  uniformly  imputed  to  all 
contractors.  Capital  employed  is  determined  without  regard  to 
its  source  as  between  equity  or  borrowed  capital.  The  result- 
ing cost  of  money  is  an  imputed  cost  and  is  not  a form  of 

interest  on  borrowings  as  discussed  in  15-205,17.  , 

(b)  Facilities  capital  cost  of  money  is  allowable  cost 
provided  (i)  the  contractor's  capital  investment  is  measured, 
allocated  to  contracts,  and  costed  in  accordance  with  3-1300, 

and  (ii)  the  contractor  maintains  adequate  records  to  demon-  V 

strate  compliance  with  item  (i) . 

(c)  Cost  of  money  for  facilities  capital  need  not  be 

entered  on  the  company's  books  of  account.  However,  a memo- 
randum entry  of  the  cost  shall  be  made.  All  relevant  schedules,  ^ 

cost  data  and  other  data  necessary  to  fully  support  the  entry 

shall  be  maintained  in  a manner  to  permit  audit  and  verification. 

(d)  Cost  of  money  which  is  calculated,  allocated  and 
documented  in  accordance  with  these  regulations  shall  be  deemed 

an  "incurred  cost"  for  cost  reimbursement  purposes  pursuant  to  the 
paionent  provisions  of  applicaL-le  cost  type  contracts.  See  V 

E-509.5  rei  applicabilitv  of  cost  of  money  for  progress  paia»\ent 
purposes  under  fixed  price  contracts, 


I 

\ 
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ITEM  IV  — SUPPLEMENTARY  INSTRUCTIONS  FOR  USE  OF  DD  FORM  633 


Defense  Contractors  will  calculate  the  cost  of  money 
for  facilities  capital  employed  in  accordance  with  ASJR 
3-1300,3  and  identify  this  amount  on  DD  Form  633,  line  8 
(Other  Costs) . This  is  an  overhead  cost  that  is  separately 
identified  for  pricing  purposes.  The  contractor  will  include 
information  regarding  existing  facilities  and  new  facility 
investments  for  evaluation  (see  3-a0b.7). 
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ITEM  V — lUCUREED  COSTS  — PROGRESS  PAYMENTS 


To  provide  for  the  Inclusion  of  the  facilities  capital  cost 
of  money  In  the  cost  base  for  progreos  payment  purposes,  E-509.5,ls 
revised  as  follows t 


E-509.5  Incurred  Coats. 

Add  the  following  at  the  end  of  the  first  full  paragraph! 

Facilities  capital  cost  of  money,  which  is  recognized  as  an 
allowable  coat  by  15-205.50,  shall  be  deemed  an  incurred  cost  for 
progress  payment  purposes,  ^'flxen  this  cost  is  allocated  in  compli- 
ance with  3-1300  and  records  are  maintained  in  accordance  with 
15-205.50,  it  shall  be  a "properly  allocable  and  allowable  indirect 
coat  as  shown  by  records  maintained  by  the  contractor"  within  the 
meaning  of  that  requirement  as  included  in  the  Computation  of  Amounts 
provision  of  the  uniform  Progress  PayTixent  clausa  set  forth,  in 
7-10A.35. 
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MUICWBD  GVIUBUNRS  PROnt/FRE  ODJECTIVK 


CONTRV^rURt 
DUS  1 NESS  UNIT  I 


KPI'/cOYiRACr  PliM  Not 


GCNPHACT  TYPE 


ADORBSS I 


Profit  Factoro 


UVRlAl.  ACQUISITION 


SL'''Cf''’rr.ict dcJ  Icons 


PART  B - CONVRAtlOR  R15K 


r.  CO:if 


).  O' n r\u  KMrLOVED 


0 Co  8 


(u«f>  111 


lART  C - lACIUTItS  IVVKSTNKNr 


6 to  10 


If.SIC  PROFIT  ODJECTIVE 


(Muctf  I + 2 l-  II 


PAKi  l>  - SPEG'.v!.  FACTOKB 


I <ulc|>unUvMU  Davulopmcnt  (T.ioo  In) 


Other  (lino  A ) 

•«.  SPKriAt.  PROFIT  OIUECTIVK 


..  'niTAI.  PROFIT  OIUKCTIVE 


I i o A 


5 CO  +5 


(Uncfi  A 1 ’)) 


1)1)  Finm  15A7 


Pcovlout;  Eifltloae  Aro  Obcol-to 
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ITEM  Vll  - DD  FORM  1861  - CONTRA*'!  FACILITIES  CAPITAL  AND  COST 
OP  MONEY 


Thie  tAvised  Item  replacoa  tho  1 September  1972  edition  oC 
DD  Form  1861  in  DPC  75-1.  Edifciona  prior  to  the  now  1976  form 
ero  obsolete. 

This  Item  Ifl  to  be  used  to  compute  the  fecilltlsB  capital 
employed  on  a specific  contract  and  tUo  cost  of  money. 
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INSTRUCTIONS  FOR  DP  FORM  1861 
CONTRACT  FACILITIES  CAPITAL  AND  COST  OF  MONEY 


PUP.POSE.  The  purpose  of  this  form  is  to  compute  the  estimated  facilities 
capital  to  be  employed  for  a specific  contract  proposal.  An  intermediate 
step  is  to  compute  the  estimated  facilities  capital  cost  of  money,  using 
the  Facilities  Capital  Cost  of  Money  Factors  developed  on  Form(s)  CASB- 
CMF . This  procedure  is  intended  to  be  fully  compatible  with  Cost 
Accounting  Standard  4W  "Cost  of  Money  as  an  Element  of  the  Cost  of  Facilities 
Capital,"  and  extend  Chose  criteria  and  techniques  to  prospective  periods 
for  forward  pricing  purposes.  ASPR  3-1300  should  be  rcfeirsd  to  for  applica- 
bility and  further  explanation. 

IDENTIFICATION.  Identify  the  contractor,  business  unit  and  address.  Identify 
the  specific  RFP  or  contract  to  which  the  complication  pertains,  by  PIIN  number. 
Identify  the  estimated  performance  period  of  the  contract. 

OVERHEAD  POOLS  (Col.  1).  List  all  busines.s  unit  overViead  pools  and  direct- 
charging  service/support  centers  whose  costs  will  be  allocated  to  this  contract. 
The  structure  must  be  compatible  with  the  contractor's  cost  proposal  and  Forms(s) 
CASB-CMF. 

COST  ACCOUNTING  PERIOD  (Col.  2).  This  column  is  used  only  for  the  "projected" 
method  of  estimating  contract  facilities  capital  employed  and  cost  of  money. 

Each  Overhead  Pool  listed  must  be  further  broken  down  by  each  Cost  Accounting 
Period  impacted  by  the  Performance  Period  of  the  contract.  The  yearly  break- 
down must  also  correspond  to  yearly  overhead  allocation  bases  in  the  con- 
tractor's cost  proposal,  and  to  separate  Forms  CASB-CMF  for  each  year  listed. 

If  the  "histox-ical”  metliod  is  u.sed,  the  column  should  be  ignored. 

COHiRACT  OVERHEAD  ALLOCilTION  BASE  (Col.  3).  For  each  Overhead  Fool  and  Cost 
Accounting  Period  listed,  record  the  same  Contract  Overhead  Allocation  Base 
amounts  used  in  the  pricing  report  to  derive  the  pre-negotiation  cost  objec- 
tive. Such  amounts  should  be  the  same  as  those  used  for  burdening  contract 
overhead  or  applying  service/support  center  use  charges.  The  base  units-of- 
mo.asure  (e.g.,  Direct  Labor  Dollars,  Direct  Labor  Hours , Direct  Material 
Dollars,  etc.)  must  agree  with  those  used  on  the  Form(s)  CASB-CMF. 

FACILITIES  CAPITAL  COST  OF  MONEY  FACiORS  (Col.  4).  Carry  forward  the  appro- 
priate estimated  Facilities  Capital  Cost  of  Ftoncy  Factors  from  the  Form(s) 
CASB-CMF.  Business  units,  overhead  pools  end  cost  accounting  periods  must 
agree. 

FACILITIES  CAPITAL  COST  OF  MONEY  AMOUNT  (Col.  5).  The  product  of  each  Contract 
Overhead  Allocation  Base  (Col.  3)  multiplie"'  *-v  its  related  Facilities  Capital 
Cost  of  Money  Factor  (Col.  4). 

CONTRACT  FACILITIES  CAPITAL  COST  OF  MONEY  ^ ).  The  sum  of  Col.  5.  This 

represents  the  contract's  allocable  share  ol  business  unit's  estimated 
cost  of  money  for  the  cost  accounting  period(s)  Impacted  by  the  contract 
performance  period.  Therefore  it  represents  a portion  of  the  total(c)  of 
Col.  5 of  Form  CASB-CMF. 

FACILITIES  CAPITAL  COST  OF  1K)NEY  RATE  (Line  7).  The  same  Cost  of  Money 
Rate  used  in  Col.  I of  the  Form(s)  CASB-CMF.  Only  one  rate  will  be  used 
in  the  facilities  capital  estimating  process  regardless  of  the  length  of 
the  contract  performance  period. 

CONTRACT  FACILITIES  CilPlTAL  EMPLOYED  (Line  8)  . The  quotient  of  Line  6 
divided  by  Line  7.  This  represents  the  contract's  allocable  share  of  the 
business  unit's  estimated  facilities  value  for  the  cost  accounting  period(s) 
impacted  hy  the  contract.  Therefore  it  represents  a portion  of  the  total(s) 
of  Col.  4 of  Form  CASB-CMF, 
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ITEM  VIII  — EXAMPLE  Cf  APPLICATION  OF  NEW  PROFIT  POLICY 


EXAMPLE 

ABC  CORPORATION 


The  following  example  of  the  application  of  the  new  Department 
of  Defense  profit  policy  is  based  on  the  example  accompanying 
Cost  Accounting  Standard  414  "Cost  of  Money  as  an  Element  of 
the  Cost  of  Facilities  Capital"  (incorporated  in  ASPR  Appendix  0) , 
which  should  be  reviewed  for  the  source,  measurement  and  alloca- 
tion of  the  facilities  values  used  on  Form  CASB*CMF,  and  com- 
putation of  the  Facilities  Capital  Cost  of  Money  Factors, 

Note  that  the  amouiit  of  facilities  capital  allocated 
to  the  example  contract  is  not  representative  of  any 
class  of  DoD  contract. 


The  example  DD  Form  1861  shows  how  business  unit  Cost  of  Money 
Factors  are  applied  to  contract  proposed  Overhead  Allocation 
Bases  to  compute  the  estimated  Contract  Facilities  Capital  Cost 
of  Money  and  Capital  Employed.  The  example  DD  Form  1547  shows 
how  the  contract  estimated  costs  and  estimated  capital  employed 
are  used  in  the  new  "Weighted  Guidelines  Profit/Fee  Objective" 
format  to  compute  a pre-negotiation  profit  objective. 

The  example  has  not  been  completed  by  the  assignment  of  specific 
weights  to  profit  factors  and  computation  of  a Total  Profit 
Objective,  for  the  reasons  that  such  eKtension  would  be  meaning- 
less in  a hypothetical  case,  and  would  distract  from  illustration 
and  understanding  of  how  the  profit  factor  measurement  bases  are 
determined. 
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WUICUi'ED  Cl’lDULtNES  I'UOFlT/VKIi  OI5.1FXTIVK 


CONTU.^C^OR:  ABC  Corporation 

BUSINESS  UNIT:  A Uivlilon 

ADDRESS ! 


KH’/CONTRACT  HIN  NO: 


CONTRACT  TYPE: 


Moasuromont 

Weight 

Assigned 

Profit  Factors 

Base 



Range 

Weight 

!'..\TER1AI.  ACquiSlTIOK 

Sii>conti-actod  Irons 
Puiehosed  Pares 
Otlicr  Matorinl 


PART  A - CONTRACTOR  'TFORT 

' ~ ~ $ 

990,000 

85,000  *" 


KNGTVIN'KINC  - Direct  Tabor 

• - Overhoad  80% 


• Ovci'lv.'ad  200*/i 


OTHER  COSTS  . 


Technical  Computer  (280  hrs) 


330.000 

264.000 


1,210,000 


2,420,000 


70,000 


% I 

1 to  5 
1 t o 4 
1 to  4 

9 to  IS 
6 to  9 


% $ 


Total  Cost  Input  I 5,369,000 


;rAL  VANACEMK.'iT  - 06 A 8.99%  | 483,000 


PROl't'f  SU  vroTAl, 


ADJUSTtlENT  FACTOR 


TCiTAt.  EFFORT  I 5,852,000 


PART  B - CONTRACTOR  RISK 


, COS'l 


3.  CAP7TAI.  EMPI.OVEl) 


t.‘.SIC  PROFIT  OBJECTIVE 


n-in"  In)  I 5,852,000 


FART  C - FVICIUTIER  INVESTMENT 


3,020,325  |c  to  10 


6 to  8 


xvaXnnnx  n \XXNxyx 


XXXXX.XNX  xx:.xxxxx 


.XXXJ'XXNX  NN>'.XX.\yK 


0 to  8 


(Dines  1 > 2 + 3) 
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Chapter  VIII 


REPORT  OF  THE  SPECIAL  ADVISORY  COMMITTEE 


By  July  1976,  the  Profit  '76  Study  Team  had  accumulated  much  data, 
conducted  extensive  analysis,  and  formulated  a number  of  alternative 
policy  changes.  The  basic  elements  of  a tentative  new  policy  had 
been  shaped,  but  a few  key  Issues  remained  unsettled.  Moreover,  the 
Study  Director  felt  that,  before  making  a final  judgment  on  a new 
policy,  it  would  be  well  to  make  a summary  review  of  the  study  from 
its  inception,  and  to  assess  whether  the  approach  had  been  sound, 
and  whether  the  information  and  analysis  developed  supported  the 
tentative  study  conclusions. 


In  order  to  achieve  complete  objectivity,  p.id  to  seize  the  benefit  of 
the  best  informed  and  most  authoritative  judgment  available,  a Special 
Advisory  Committee  was  convened  under  the  provisions  of  Public  Law 
92-A63.  The  panel  consisted  of  recognized  experts  from  industry  and 
the  academic  world,  knowledgeable  in  Government,  and  prominent  in  the 
fields  of  business,  finance,  and  economics.  Following  is  the  report  of 
that  Committee. 
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August:  9,  1976 


SPECIAL  ADVISORY  COMMITTEE 


Honorable  W P.  Clements,  Jr. 

Deputy  Secretary  of  Defense 

The  Pentagon  , 

Washington,  D.C.  20301 

Dear  Mr.  Secretary: 

In  accordance  with  your  request  of  May  12,  1976,  a Special 
Advisory  Committee,  convened  under  the  provisions  of  Public  Law 
92-463  and  Department  of  Defense  Directive  5105.18,  conducted  a 
two  day  review  of  the  Profit  '76  Study  on  July  19  and  July  20,  1976. 

The  agenda  of  the  meeting  was  completed  in  accordance  with  the  pro- 
visions of  the  Federal  Advisory  Conunittee  Act  and  this  letter  report 
is  being  submitted  as  required  by  the  Act  and  as  requested  by  your 
letter. 

Bviefing.s  of  the  Special  Advisor/  Committee  were  giver,  under 
the  able  leadership  of  Brigadier  General  James  W.  Stansberry.  Our 
Committee  was  very  impressed  with  the  competence,  subject  knowledge, 
and  presentation  ability  of  each  of  the  study  staff  personnel.  It 
is  our  unanimous  opinion  that  the  Profit  '76  study  itself  was  an 
extremely  thorough,  well-balanced  and  professional  effort. 

In  convening  the  Special  Advisory  Committee,  you  asked  that  we 
reviev;  the  processes  by  which  the  study  was  conducted,  the  analytical 
methods  employed  and,  in  a short  letter  report,  provide  you  with  a 
collective  judgment  regarding  the  results.  In  reaching  our  ju'iginent  , 
as  outlined  in  the  following  paragraphs,  we  have  been  briefed  on  prior 
studies  and  have  reviewed  related  material  as  well  as  the  data  analysis 
of  the  current  study.  We  have  accepted  the  stated  opinion  of  Coopers 
4 Lybrand  that  the  data  submitted  by  Defense  Contractor's  and  reviewed 
by  audit  firms  is  reliable  for  the  purposes  of  this  study. 

We  believe  that  a profit  policy  which  over  emphasizes  cost  and 
vinder  emphasizes  investment  tends  to  discourage  efficient  production. 

Therefore,  we  support  the  thrust  of  the  propo.scd  revision  in  policy 
which  would  provide  for  specific  recognition  of  investment  by  contractors 

We  understand  the  rationale  behind  the  relatively  small  weight 
given  to  facilities  invastt.onc  on  the  proposed  revision  to  D.D.  Form 
1547  (Weighted  Guidelines  Profit/Feo  Objectives),  but  we  are  of  the 
opinion  that  it  is  not  of  sufficient  magnitude  to  create  a positive 
incentive  for  new  cost-effective  investment.  For  this  rea-.on , wo  would 
suggest  that  you  may  wish  to  increase  the  weight  given  facilities  invest- 
ment progressively.  It  would  also  seem  to  us  appropriate  .and  desirable 
to  include  working  capital  in  the  formula  when  the  CAhli  adopts  a Standard 
on  that  subject.  In  the  interim,  we  would  urge  an  aggressive  approach 
towards  the  use  of  supplementary  techniques  to  encourage  contractors  to 
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make  capital  investment  in  cost-reducing  facilities.  We  were 
impressed  with  the  potential  benefit  to  be  realized  through  the 
cost  savings  sharing  approach  of  the  "productivity  award"  and  the 
value  engineering  incentive  techniques,  as  well  as  the  use  of  the 
award  fee  technique  to  encourage  new  iiivestment.  All  of  these 
suggestions  point  to  a more  equitable  distribution  of  profit  from 
giving  consideration  to  return  on  investment. 

We  would  caution  against  any  assumption  that  overall  contractor 
risk  is  measured  exclusively  by  the  type  of  contract  negotiated. 

Defense  contractors  are  subject  to  other  significant  risks,  such  as 
the  instability  of  defense  business  in  specific  product  line.s,  which, 
in  turn,  results  in  the  placement  of  the  defense  industry  in  a higher 
risk  classification  by  the  financial  community.  Any  incentive  which 
mighc  encourage  contractors  to  agree  to  the  wrong  type  of  contract 
for  the  specific  production  could  prove  counter-productive.  As  a 
suggestion  for  future  consideration,  the  profit  factor  for  the  Part  3, 
Contractor  Risk  portion  of  D.D.  Form  15A7  might  well  consider  facilities 
investment  as  well  as  operating  costs. 

Our  Committee,  in  reviewing  the  data  presented  relative  to  the 
adequacy  of  the  defense  industrial  base,  could  not  evaluate  the  degree, 
if  any,  that  erosion  of  the  base  was  taking  place,  Although  the  size 
of  the  base  may  be  under  adjustment  to  conform  to  the  changing  volume 
of  defense  procurement,  there  was  no  evidence  of  great  difficulty  in 
placing  required  procurements.  We  would,  however,  urge  that  necessary 
effort  be  exerted  to  keep  in  the  defense  industrial  base  large  commer- 
cial producers,  such  as  General  Motors,  as  well  as  encouroging 
diversification  by  those  producers  whose  output  is  80%  to  100%  for 
defense . 

We  reviewed  the  interrelated  potential  impact  of  CAS  A09,  CAS  A14 
and  the  proposed  profit  policy.  From  the  data  presented,  we  conclude 
that  the  cost  advantage  to  the  contractor  of  the  progressive  implemen- 
tation of  CAS  AlA  far  outweighs  any  temporary  cash  flow  disadvantage 
of  CAS  409.  Although  we  did  not  conclude  from  the  data  presented  that 
the  "average"  rate  of  return  on  investment  earned  by  def«nse  contractors 
was  too  high  or  too  low,  we  are  of  the  opinion  that  it  would  not  be 
equitable  to  implement  CAS  414  in  a manner  which  would  increase  the  over- 
all profit  of  all  contractors.  We  recommend  that  the  weight  range  of 
the  profit  objective  on  D.C.  Form  1547  bo  modified  to  provide  for  an 
offset  to  the  estimated  overall  17,  cost  increase  attributable  to  CAS  414. 
Such  an  approach  will  hold  average  price  and  profit  constant,  while  at 
the  same  time  rewarding  those  contractors  with  a greater  facilities  in- 
vestment. If,  at  Che  same  time,  steps  arc  taken  Co  encourage  new 
cost-reducing  facility  investment,  it  i.s  our  opinion  chat  significant 
benefits  can  be  realized,  including  lower  prices  to  the  government  which 
would  not  be  inconsistent  with  higher  profits  to  those  contractors  who 
had  done  most  to  reduce  costs. 
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The  Special  Advi  Bcry  ComptiLtoo  in  convinooil  lIi.tl  the  hc'noritc 
possible  uiulor  Iho  proposed  policy  revision  \v*il  1 tmt  he  ronlined 
unless  specisl  core  is  enket^  to  nssurc  a Cull  umlcrsLiind'i^p,  of 
objectives  and  methods  on  the  part  of  ron(: met! np.  offict'rn  and 
conunandors  of  btiyinp,  orp.nnl  zat ions  tlirouphnvii  the  Depart  ntoiU  of 
Defense.  This  is  so  hoc.suse  the  prente.of  honofit  will  be  dtM'lvetl 
through  developing  cus  torn- lai  lorod  ai>proiichcs  lor  largo  neRoriaiod 
contracts.  L'efense  contr.sct'ng  pL'rnonnel  must  use  profit  nepot  i.it  i^n 
a.s  Q tool  to  focus  on  the  reduction  of  the  .ipproxiitute  907.  c'f  cc'itirac 
price  without  .s.ncri  fl  ce  of  quality  niul  with  the  collateral  objective 
o£  broadening  the  competitive  industrial  base. 

The  Special  Advisory  Coimiiictee  h.s-  found  thi.s  assipnmei't  iiueresti 
challenpiri”  and  important.  .Sound  implementation  of  tlie  policy  will 
significantly  improve  the  resource  .alIoe.iiion  process  of  i l>u  iiep.artment 
of  Defense  and  the  Federal  flovenviioni  , and  at  the  same  time  streneiheu 
our  national  cotnpefi  tlvo  industrial  base.  Wc  would  like  to  express  luir 
appreciation  for  the  outs t.sndii^p,  staff  work  of  tJcuoral  St.msherry  .and 
his  d.ss()ciatas  from  f ite  "opartment  and  those  outside  consultants  who 
participated  in  the  study. 


Sincerely, 


KOliKHT  C.  HOOT 
Chairman 


y.hu„' 

HSRBEll'r 
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Chap tor  IX 


The  following  Is  a detailed  summai*y  of  the  results  of  the  entire 
effort.  It  was  used  as  Deputy  Socrecaty  Clements'  full  report  to  the 
Joint  Committee  on  Defense  Production. 


STATEMENT  OF 


MR.  WILLIAM  P.  CLEMENTS 
DEPUTY  SECRETARY  OF  DEFENSE 


ClEARED 

c . • .'u>i' ' ‘ION 

NCV 1 0 ly/o 


Before 


The 


Dii(tCI(.‘.A  ^ 
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Senator  Proxmire  and  mombors  of  tho  coi 
you  for  the  oppoi*tunity  to  discuss  with  you 
Department  of  Defense  (DoD)  profit  policy. 


Uee>  thank 
' now 


We  have  been  mindful  for  some  time  of  the  i ' to 
improve  our  profit  policy  so  as  to  help  us  accon  sh 
a key  objective  of  the  Department  of  Defense  - th  ve 
strengthen  the  defense  industrial  base.  Today's  s 
ticatod  weaponry  is  expensive;  therefore  the  Indust 
which  serves  our  defense  needs  must  be  as  efficient  . 
cost-effective  as  possible. 

We  have  suspected  for  some  time  that  tho  dofense 
industrial  base  was  suffering  from  a low  level  of  private 
investment,  and  have  suspected  that  low  level  is  in  part 
traceable  to  a relatively  low  level  of  profitability.  It 
is  axiomatic  that  business  flourishes  in  an  atmosphere 
which  makes  it  possible  to  earn  a fair  level  of  profit. 

The  rule  is  equally  valid  when  business  deal.s  with  tho 
DoD,  and  it  works  to  tho  Government's  advantage  for  a 
number  of  reasons: 

0 It  attracts  good  performers  to  do  business  with 
the  Government 

0 It  makes  for  a healthy  and  competitive  environment 

0 It  enables  contractors  to  invest  in  new  and 
efficient  plant  equipment  with  ultimate  reduction  in  cost. 


I 

i 

I 
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In  order  to  gain  a detailed  undorstanding  of  this 
matter,  in  May  1D7S  the  Profit  *76  study  was  cltartored 
by  me  and  led  by  Deputy  Assistant  Secretary  Dale  R.  Babiono 
and  Brigadier  General  James  W.  Stansberry  under  the 
supervision  of  Assistant  Secretary  Frank  A.  Shrontz. 

The  goal  of  the  study  was  to  develop  any  policy  revisions 
considered  necessary  to  encourage  private  investment  in 
cos t- reducing  equipment.  The  basic  approach  was  to  com- 
pare earnings  and  investment  data  between  defense  and 
commercially  oriented  companies. 

Wo  sought  widespread  participation  in  the  study 
throughout  government.  The  Military  Departments  became 
actively  Involved  as  did  the  Joint  Logistic  Commanders 
(JLCs).  A high-level  steering  committee  consisting  of 
the  Assistant  Secretaries  of  Defense  for  both  Installations 
and  Logistics  and  Comptroller,  as  well  as  the  Assistant 
Servetarios  (UL)  of  the  Military  Dopai'tmonts , oxei'cised 
guidance  and  surveillanco  throughout  the  course  of  the 
study.  Wo  dealt  extensively  with  representatives  of  the 
General  Accounting  Office  (GAO),  the  Cost  Accounting 
Standards  Board,  the  Office  of  Federal  Procurement  Policy, 
and  many  other  interested  offices. 

In  any  evaluation  of  investment  and  earnings,  the 
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k®y  to  success  Is  reliable  date.  Our  collection  and 
analysis  of  data  was  a carefully  phased  effort,  First» 
we  discussed  In  detail  with  industry,  the  GAO,  accounting 
firms  and  others  the  data  elements  required.  We  requested 
the  participation  of  133  major  defense  contractors  that 
supply  weapon  systems  and  hardware.  The  data  from  the 
participating  contractors  was  submitted  to  their  certified 
public  accountants  (CPAs).  The  accounting  firms  of  each 
participating  company  made  a thorough,  independent  check 
of  the  collected  data.  Finally,  the  figures  were  further 
reviewed  and  analyzed  by  a CPA  firm  working  under  contract 
to  the  DoD,  Ultimately  our  CPA  fii*m  rocoivod  data  from 
76  companies.  They  rejected  the  data  from  12  of  the 
companies  based  on  either  their  own  review  on  that  of 
the  company’s  own  CPA  firm.  The  final  analysis  was  then 
based  on  data  from  64  companies  (147  defense  oriented 
profit  centers) with  an  aggregate  sales  data  for  govorn- 
ment  business  averaging  $15,5  billion  annually  during 
the  five  year  perio'd  from  1970  througli  1974,  As  a rc.iulT 
of  the  close  coordination  and  comprehensive  reviews,  wo 
obtained  a high  level  of  confidence  in  the  data  developed. 

We  also  collected  considerable  data  (8,5  billion  annually) 

on  the  commercial  operations  of 
companies  doing  business  with  the  DoD.  Tliis  data,,  while 
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valuable  for  certain  purposes,  was  not  considored  suf- 
ficiently typical  for  all  commercial  endeavors  for  us 
to  base  prime  earning  comporisons  on  it,  and  it  olune. 
Therefore,  a second  sot  of  figures  was  constructed  from 
Che  same  five  year  sample  period  utilizing  data  routinely 
gathered  by  the  Federal  Trade  Commission  (FTC)  on  5,000 
"orporatlons  producing  durable  goods  with  aggregate  over- 
age sales  of  $4S0  billion  annually.  Wo  believe  that  the 
FTC  data  offers  the  best  overall  reflection  of  profit- 
ability in  the  ceiamercial  business  world;  for  that  reason, 
our  compai’isons  are  based  primarily  on  that  data. 

I would  now  like  to  turn  to  our  date  analysts  result'. 
Looking  at  the  return  on  sales,  figure  1 displays  the  time 
trends  of  pre-tax  profitability  for  commercial  and  govern- 
ment profit  centers  and  for  the  FTC  Durable  Goods  Producers. 
As  noted  on  the  chart,  the  coiwnovcial  profit  centers 
re;  >nted  a five  year  average  of  17,11,  which  is  roughly 
2 1/2  times  the  FTC  Durable  Goods  average  of  6.71.  The 
five  year  average  of  the  government  oriented  profit  comers 
was  4.7%,  which  is  2.0%  below  the  FTC  average.  This 
relationship  of  lower  earnings  on  sales  has  also  been 
noted  in  past  profit  studios. 
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We  also  collected  profit  data  by  type  of  contract. 
Figure  2 compares  the  profitability  of  fixed  price  with 
cost  type  contracts.  The  fixed  price  type  of  contract, 
which  includes  fixed  price  incentive,  averaged  4.7%  over 
the  five  year  period.  The  cost  type  contract  five  year 
average  was  4.4%,  which  is  only  .3%  lower  than  the  fixed 

price  average.  This  relationship  appears  disproportionate 

1 

since  a contractor  with  a fixed  price  contract  assumes  a 
significantly  greater  risk  and  should  be  sble  to  earn  more 
profit  than  a contractor  with  a cost  type  contract.  We 
have  recognized  this  as  a problem  to  be  dealt  with  in  our 
revision  to  the  profit  policy.  Of  course,  proper  selection 
of  contract  type  is  also  essential  in  order  to  improve 
the  spread  in  realized  profits  between  cost  type  and  fixed 
price  contracts.  We  feel  that  we  are  doing  a better  job 
now  and  that  is  reflected  in  the  data  for  1974. 
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up  to  this  point,  we  have  focused  on  realized  profits; 
however,  it  is  important  to  note  that  there  is  a difference 
between  realized  profi::s  and  negotiated  profits.  This 
difference  is  reflected  in  figure  3 which  displays  the 
negotiated  vs  realized  profits  for  the  five  years  covered 
in  the  study.  The  principal  elements  ate  as  follows: 
o Negotiated.  The  average  profit  for  all  types 
of  DoD  contracts  during  the  five  year  period  was 
8.8%  of  sales. 

o Negotiated  less  Unallowables.  One  of  the  objec- 
tives of  the  profit  study  was  to  determine  the  impact  of 
unallowables  on  earnings,  The  data  indicated  that  ASPR  XV 
unallowables  (interest,  contributions,  IR§D/B§P  in  excess 
of  ceiling,  etc.)  average  about  2.0%  of  sales;  consequently, 
if  defense  contractors  could  realize  the  negotiated  profit 
rate  less  unallowables,  the  earnings  of  6.8%  would  be  very 
close  to  the  FTC  average  of  6.7%. 

o Realized.  The  average  realized  profit  rate  i"s 
4.7%.  This  indicates  that  there  is  a substantial  erosion 
of  the  profit  rate  during  contract  performance. 

This  problem  be  hy  both  government  and  contractors 
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in  more  realistic  initial  pricing  of  the  contract. 
Improvements  in  cost  control  by  contractors  are  also 
needed  in  order  to  improve  the  realized  profit  rate. 
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PROFIT  BEFORE  TAXES /SALES 


FIGURE 


Although  return  on  sales  is  important,  it  is  not  the 
com])lete  measure  o£  profitability.  In  our  economic  system, 
return  on  investment  is  a key  factor  in  the  allocation  of 
resources.  In  our  study,  we  used  return  on  total  assets 
less  progress  and  advance  payments  as  the  definition  of 
investment  to  measure  return  on  investment.  Advance  and 
progress  payments  (cost  reimbursements  on  cost  type  con- 
tracts were  reported  as  progress  payments  for  the  purposes 
of  the  study)  were  subtracted  from  the  investment  base 
since  they  represent  an  investment  by  the  government,  not 
the  contractor.  This  is  a conservative  definition  of 
investment  which  fairly  portrays  the  relative  levels  of 
investment  made  by  defense  and  commercial  contractors. 

In  figure  4,  the  time  trends  of  return  on  investment 

for  conunercial  and  government  profit  centers,  and  for  the 

FTC  Durable  Goods  producers  are  shown.  Commercial  profit 

centers  averaged  17.61  for  the  five  year  period,  which  is 

✓ 

close  to  their  17.11  return  on  sales.  Government  profit 
centers  averaged  13.51,  which  is  2.9  times  the  return  on 
sales.  However,  the  FTC  Durable  Goods  producers  averaged 
only  10.7%  for  the  five  years,  which  is  1.6  times  the 
return  on  sales.  We  thought  that  the  amount  of  government 
owned  facilities  might  have  contributed  to  the  relatively 
healthy  return  on  investment  for  government  prof it- centers . 
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To  assess  the  impact  of  these  facilities,  we  computed 
their  net  book  value  so  as  to  approximate  the  invest- 
ment that  the  contractors  would  carry  on  their  books. 
Inclusion  of  government  owned  facilities  at  a depreciated 
value  would  only  decrease  the  return  on  investment  for 
these  profit  centers  from  13. S%  to  15.0%.  Therefore, 
the  return  on  investment  for  government  profit  centers 
is  somewhat  more  than  for  the  FTC  data,  and  inclusion  of 
the  depreciated  value  of  government  owned  facilities 
makes  little  difference  in  the  rate  of  return, 
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To  bettor  understand  how  the  government  return  on 
investment  is  being  realized,  we  compared  the  level  of 
investment  for  government  and  the  PTC.  This  comparison 
is  shown  in  figure  S.  The  FTC  data  indicates  that  com- 
mercial contractors  invest  an  average  of  63i  for  every 
dollar  of  sales.  Government  contractors,  on  the  other 
hand,  invest  an  average  of  3St  for  every  dollar  of  sales.  Wo 
consider  this  difference  of  28i  on  the  sales  dollar  to  be 
significant.  To  examine  the  reasons  for  this  difference,  the 

investment  was  analyzed  in  terms  of  facilities  capital 
(net  book  value  of  land,  buildings,  and  equipment)  and 
operating  capital  (current  assets  less  progress  and 
advance  payments).  It  was  found  that  15<|:  of  that 
difference  is  the  result  of  a lower  level  of  facilities 
investment  by  government  contractors,  which  is  noted 
on  figure  S as  the  ’’delta”  for  facilities  capital. 

The  lemaining  difference  of  13<^  is  the  ’’delta"  for 
operating  capital,  which  is  caused  by  the  difference 
in  financing  of  government  and  commercial  contracts 
(i.e.,  government  progress  payments).  We  were  also 
concerned  with  the  effect  of  government  owned 
facilities  on  the  level  of  investment;  however,  we 
found  that  by  adding  the  net  book  value  of  these 
facilities  the  overall  investment  would  only  increase 
It  (35t  to  36t).  Thinking  ir  terms  of  a profit  policy 


.x-15 


that  would  stimulate  investment  and  productivit/f  the 
potential  impact  is  reflected  in  the  “delta"  for  faci- 
lities capital  (cross  hatched  area  between  the  36v^ 
level  and  the  50<t  level). 
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Tho  lovol  of  tnvostmont  Is  greatly  Influenced  by 
the  sources  of  capital  available.  Although  debt  is 
an  important  source  of  funds,  tho  major  source  is 
from  intornally  gonoratod  funds,  which  is  a function 
of  tho  rotuTft  on  sales.  To  determine  tho  significance 
of  this  relationship,  we  have  examined  the  interaction 
between  facilities  investment  and  return  on  sales. 

Figure  6 shows  facilities  capital/sales  percentages 
on  tho  loft  axis  and  the  profit  before  taxoa/salos  on 
the  bottom  axis  for  each  source  of  data  as  shown 
below; 

0 Government  Profit  Centers.  Defense  contrac- 
tors avoragod  A, 7%  return  on  sales  and  10.9%  Investment 
in  facilities. 

0 FTC  Durable  Goods.  The  FTC  contractors 
averaged  6.7%  return  on  salo.'^  and  26.0%  investment  In 
facilities . 

0 Commercial  Profit  Centers.  Coromorclal  profit 
centers  overaged  17.1%  return  on  sales  and  41.1%  invest- 
ment In  facilities. 

Looking  at  the  extremes,  we  note  that  tlto  investment  in 
commercial  profit  centers  is  about  3,7  times  tho  invest- 
ment in  government  profit  centers.  Further,  we  note  that 
tho  return  on  sales  for  the  commercial  profit  centers  is 
about  3.6  times  the  return  on  sales  for  the  government 
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profit  contors.  Thoro  appears  to  bo  a rough  cor- 
rolatlon  botwoon  tho  amount  of  faclUtlos  Invostmont 
a company  is  willing  to  make  an^  the  amount  of  profit 
dollars  that  tho  company  can  expect  to  realize  from 
that  investment. 

In  terms  of  considering  productivity,  if  it  is 
officiont  in  tho  commercial  markotplaco  for  tho  PTC 
Durable  Goods  producers  to  employ  about  21/2  timos 
tho  amount  of  facilities  par  dollar  of  sales,  compared 
to  the  dofonso  producer  then  there  are  probably  pro- 
dictivity  gains  that  could  bo  made  if  dofonso  contractors 
increased  their  investment.  An  increase  in  investment 
should  docroaso  tho  production  cost  and  tho  price  to 
government 
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FIGURE 


In  fj-dditlon  to  the  interaction  of  level  of  invest- 
ment and  return  on  sales,  one  has  to  also  consider  return 
on  investment.  Figure  7 shows  the  level  of  investment  in 
terms  of  sales/asset  turnover  on  the  left  axis  and  the 
profit  before  taxes/sales  on  the  bottom  axis.  Turnover 
refers  to  the  amount  of  sales  generated  by  a given  amount 
of  investment.  A turnover  rate  of  one  indicates  that 
there  is  one  dollar's  worth  of  investment  supporting  a 
dollar  in  sales.  A turnover  rate  of  two  indicates  that 
there  is  50<f  v/orth  of  investment  supporting  a dollar  in 
sales.  A turnover  rate  of  four  indicates  that  there  is 
2Si  in  investment  supporting  a dollar  in  sales.  The 
multiple  of  the  turnover  rate  times  the  return  on 
sales  is  the  return  on  investment,  which  is  reflected 
by  the  three  ISO-ROI  lines  (5%,  101,  20%).  All  three 
groups  are  achieving  an  ROI  in  the  10-20%  range,  but  it 
is  important  to  note  hov;  they  realize  these  returns. 

The  commercial  profit  centers  maintain  a turnover  rate 

f 

of  approximately  one  by  realizing  a 17.1%  return  on  sales; 
however,  government  profit  centers  with  a relatively  low 
return  on  sales  have  to  achieve  a significantly  higher 
turnover  of  assets.  They  do  this  by  minimizing  their 
level  of  investment. 
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Vfhile  all  of  the  data  we  have  analyzed  was  very 
important  in  shaping  our  revised  policies,  we  also  paid 
a great  deal  of  attention  to  the  opinions  expressed  by 
our  contracting  officers  and  representatives  of  industry. 
Over  300  contracting  officers  were  surveyed,  as  were  some 
200  companies.  We  noted  that  there  was  strong  support  for 
basing  profit  potential  somewhat  on  investment;  also  that 
both  government  and  industry  felt  that  the  cost  of  capital 
should  be  more  adequately  recognized  as  an  element  of 
product  price.  We  also  contracted  for  the  Conference  Board, 
an  independent  research  assoc,  to  examine  the  question  of 
business  risk  and  investment  determinants.  The  Conference 
Board  interviewed  53  account  executives  of  31  financial 
institutions.  They  reported  that  these  financial  institu- 
tions, an  important  source  of  funds  for  defense  industry, 
felt  that  defense  business  was  not  sufiiciently  profitable 
for  the  risks  involved.  Whether  or  not  one  agrees  or 
disagrees  with  this  opinion,  it  must  be  noted  that  /these 
firms  have  heavy  inffluence  over  the  availability  of  funds 
for  defense  industry  investment. 

From  the  facts  and  opi.->ions  gathered  during  the  course 
of  the  study,  it  became  clear  that  we  should  shape  our 
profit  and  pricing  policies  to  more  directly  encourage 
investment;  and  that  such  investment  carried  with  -it  the 
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potential  for  significant  productivity  gains  and  price 
reductions.  The  detailed  changes  we  have  made  are  shown 
in  figure  8. 

Turning  to  our  new  profit  policy,  figure  8 shows  the 
changes  in  emphasis  on  the  various  profit  factors  as  noted 
below: 

"Contractor  Input  to  Total  Performance  (CITP)"  is 
a measure  of  the  estimated  cost  of  and  represents  the 
effort  required  to  perform  the  contract.  This  was  the 
dominant  element  in  the  profit  objective  in  the  old  policy, 
and  accounted  for  about  65I  of  the  negotiated  profit  rote. 

To  shift  the  emphasis  from  a cost-based  profit  policy,  we 
have  reduced  this  factor  significantly. 

Under  the  old  policy,  "Contract  Cost  Risk"  recognizes 
the  contractor's  assumption  of  risk  with  a minimum  weight 
(0%)  for  cost  plus  fixed  fe<'  contracts  and  a maximum  weight 
(7%)  for  fii'm  fixed. price  contracts.  On  the  average,  this 
accounted  for  301  of  the  profit  objective  in  the  old  policy. 
Our  government  procurement  personnel  indicated  i.i  the 
opinion  survey  that  there  should  be  a greater  difference 
in  cost  risk  between  cost  type  and  fixed  price  contracts. 
These  opinions  appear  to  have  been  validated  by  our  profit 
center  data,  which  indicated  a vei'y  small  difference  in 
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realized  profits  between  cost  type  and  fixed  price  con- 
tracts. Accordingly,  we  have  provided  for  a 11  increase 
in  the  risk  ranges  for  fixed  price  contracts,  which  will 
increase  the  emphasis  for  contract  cost  risk  to  401  of 
the  profit  objective  in  the  new  policy. 

"Past  Performance"  was  included  in  the  old  profit 
policy  as  a subjective  factor  to  reward  or  penalize  a 

defense  contractor  for  his  performance  on  prior  defense 
contracts.  Our  data  indicated  that  this  factor  was 
applied  in  an  inconsistent  manner  and  probably  had  little 
impact  on  the  contractor’s  performance  on  the  instant 
contract.  We  consider  past  performance  to  be  an  appro- 
priate consideration  in  source  selections,  but  an 
ineffective  tool  in  profit  policy.  On  an  overall  basis, 
past  performance  accounted  for  cn  insignificant  portion 
of  the  profit  objective  and  therefore  has  been  deleted 
in  the  new  policy. 

"Use  of  Government  Resources"  was  included  in  the 
old  policy  to  penalize  the  contractor  (0  to  -2%)  for  use 
of  government  furnished  facilities.  This  factor  had  an 
insignificant  impact  on  the  overall  level  of  profits  and 
has  been  deleted  in  the  new  policy.  The  thrust  of  the 
new  policy  is  on  the  investment  furnished  by  the  contrac- 
tor, not  by  the  government. 
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’•Contractor  Investment  in  Facilities  Capital”  has 
been  added  to  the  new  policy  in  order  to  recognize  and 
reward  contractors  for  the  investment  they  have  applied 
to  the  contract.  This  is  the  major  change  in  policy  and 
is  generally  in  accordance  with  the  recommendations  of 
the  Commission  on  Government  Procurement^  the  Comptroller 
General,  informed  observers  in  Congress  and  many  others. 

We  have  allocated  101  of  the  profit  objective  to  contrac- 
tor investment.  We  recognize  that  this  is  a modest 
approach;  however,  we  are  being  cautious  until  we  have 
had  the  opportunity  to  assess  the  overall  impact  of  this 
policy  change.  The  weight  of  this  factor  will  likely  be 
increased  in  the  future. 

"Productivity”  is  a new  feature  in  the  profit  policy. 
We  have  felt  for  some  time  that  our  policy  should  motivate 
defense  contractors  to  increase  their  productivity  and 
thereby  reduce  costs.  The  old  policy  has  not  proved 
effective  in  this  area,  because  a contractor  could  lose 
profit  opportunity  in  a follow-on  contract  if  he  had  made 
significant  productivity  gains  since  the  profit  objective 
was  based  on  estimated  cost.  Accordingly,  the  new  policy 
provides  for  consideration  of  profit  on  demonstrated  unit 
cost  reductions  resulting  from  productivity  improvements. 
This  approach  emphasizes  that  it  is  our  objective  to 
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reduce  contract  price  and  that  we  are  willing  to  reward 
productivit/  when  it  yields  lower  prices , 


I 


''Other  Factors"  that  may  be  .^sed  in  the  profit 
objective  are  essentially  unchangcc.  in  the  new  policy. 
These  factors  include  consideration  for  Foreign  Military 
Sales  (FMS),  Independent  Development*  Small  Business  and 
minority  business  participation. 


A corollary  effort  has  boon  made  in  the  develop- 
ment  of  cost  objectives  to  recognize  contractor  invest- 
nent.  The  Cost  Accounting  Standards  Board  has  taken 
a positive  step  forward  with  Cost  Accounting  Standard 
(CAS)  414,  which  is  entitled  "The  Cost  of  Money  as  an 
Element  of  the  Cost  of  Facilities  Capital".  CAS  414 
provides  the  methodology  to  estimate,  accumulate  and 
report  a cost  of  capital  that  is  imputed  to  the  con- 
tractor's investment  in  facilities  at  an  interest  rate 
published  by  the  Secretary  of  the  Treasury.  We  have  made 
this  cost  allowable  on  most  negotiated  contracts  which  are 
priced  on  the  basis  of  cost  analysis.  Procedures  have  been 
established  so  that  on  the  average,  the  prenegotiation 
profit  objective  takes  into  account  and  offsets  the  cost 
increase  attributable  to  tho  imputed  cost  of  facilities 
capital.  This  offset  provision  is  in  line  with  the  view 
expressed  in  Senator  Proxmire's  letter  to  Secretary  Rumsfeld  of 
May  27,  1976  on  this  subject. 

We  feel  that  our  new  profit  policy  and  the  allowance 
of  the  imputed  cost  of  capital  will  help  remove  obstacles 
to  cost-reducing  facility  investment  decisions  by  industry. 
Those  policy  changes  are  a step  in  tho  right  direction  and 
should  reduce  the  DoD  acquisition  cost  by  improving  the 
viability  and  productivity  of  our  defense  industrial  base. 
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Chap tar  X 

IMPLBtlENTING  TllK  NSW  POLICY 

'The  ntiw  policy  oventu&tlng  from  tho  Profit  ' 76  study  vaa  promulgatad 
In  Defonse  Procureisent  Circular  76-3  on  1 September  1976.  With  the 
effective  date  only  a month  away  (1  October  1976),  it  was  imperative 
that  the  way  be  paved  by  a concentrated  effort  to  famlliavlte  conti'act 
negotiators  in  both  Government  and  Industry  of  the  new  policy  and  the 
methodology  of  its  application. 

Undar  the  co-sponsorship  of  the  Office  of  the  Asalstant  Secretary  of 
Defenoe  (l&L)  and  the  Hational  Contract  Management  Association,  a 
aerioa  of  workohopo  were  eohadulcd  ot  strategic  locRtions  around  the 
country  during  Che  month  of  September.  Tl\o  schedule  of  those  workshops 
and  their  locotious  are  shown  on  the  following  pogo.  An  on-going  pro- 
gram continues  to  provide  crolning  In  the  new  policy  as  needed  and 
within  the  limitations  of  resources. 
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DOO  PROFIT  AND  PRICING  POLICY  WORKSHOP 


Co-Sponsored  By 

THE  OFFICe  OF  THE 
ASSISTANT  SECRETARY  OF  DEFENSE 
(INSTALLATIONS  AND  LOGISTICS) 

AND 

THE  NATIONAL  CONTRACT  MANAGEMENT  ASSOCIATION 


WASHINGTON.  0 C 
DOSTON.  MASSACHUSenS 
NEW  YORK.  NfcW  YORK 
DAYTON  OHIO 
ST  LOUIS,  MISSOURI 
SEAHLE.  WASHINGTON 
SAN  FRANCISCO.  CALIFORNIA 
AL0UOUEROUE.  NtW  MEXICO 
LOS  ANOELCS.  CALIFORNIA 
ANAHEIM.  CALIFORNIA 
DALLAS.  TEXAS 
ORLANDO.  FLORIDA 


SEPTEMBER  13 
SEPTEMBER  14 
SEPTEMBER  16 
SEPTEMBER  16 
SEPTEMOER  1 7 

SEPTEMBER  20  I 

SEPTEMBER  21  \ 

SEPTEMBER  < 

SEPTEMBER  22  i 

SEPTEMBER  23  I 

SEPTEMBER  24 
SEPTEMBER  26 


Designed  for  |oini  instruction  of  Govornmont  end  Industry  personnel 
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IMPLEMEHTATION  PROGRAM 


INSTRUCTORS 


Brigadier  General  Jamoa  W*  Stansberry,  Director  Profit 

Colonel  Charles  J.  Elliott,  Deputy  Director  Profit  '76 

Dr.  Otto  B.  Martinson,  Logistics  Management  Inatituto 

Nr.  David  M.  Koonco,  0ASD(I&L)/PF 

Hr.  Joseph  Nocora,  DCAA 

Ml.  Robert  Denaon,  DCAA 

Mr.  Douglas  Dock ter,  DRDTA 

Mr.  Charles  L.  Hamilton,  SAMSO 

Mr.  Joseph  Gallagher,  Hq  Naval  Material  Command 

Mr.  Thomas  Brown,  AKALD 

Hr.  Arnold  Jackson,  Logletics  Management  Inatitute 
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Appandlx 


Special  Studies 


!•  Logistics  Manogomant:  Institutai  Profit  *76  (LHi  Task  76-3) 

2.  Logistics  Kansgomant  InstiCuto;  Dafoneo  Industrial  Daoe 

(LMl  Task  76-2) 

Volume  I Executive  Summary 

Volume  II  Compilation  of  Data 

Volume  III  Case  Studies 

3.  Coopers  & Lybrand 

Corporato  Level  Analysie 
Pvotir  Concer  Level  Anfliysis 
Contracting  Officer  Survey 

A.  Aeroopace  Induetvleo  Assoriatton;  Risk  Anulyals 
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